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AUDIT RISK ALERTS
Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended to pro­
vide auditors of financial statements of health care organizations with 
an overview of recent economic, industry, regulatory, and professional 
developments that may affect the audits they perform.
This publication is an Other Auditing Publication as defined in State­
ment on Auditing Standards (SAS) No. 95, Generally Accepted Auditing 
Standards (AICPA, Professional Standards, vol. 1, AU sec. 150). Other 
Auditing Publications have no authoritative status; however, they may 
help the auditor understand and apply SASs.
If an auditor applies the auditing guidance included in an Other Audit­
ing Publication, he or she should be satisfied that, in his or her judg­
ment, it is both appropriate and relevant to the circumstances of his or 
her audit. The auditing guidance in this document has been reviewed 
by the AICPA Audit and Attest Standards staff and published by the 
AICPA and is presumed to be appropriate. This document has not been 
approved, disapproved, or otherwise acted on by a senior technical 
committee of the AICPA.
The AICPA staff wishes to thank Robert D. Beard, C. Cline Comer, 
Rick R. Corcoran, Martha Garner, Karen Godfrey, Amanda Nelson, 
Benjamin S. Neuhausen, Marc B. Scher, William R. Titera, and 
Jonathan G. Weaver for their assistance and contributions to this Audit 
Risk Alert.
Maryann Kasica, CPA 
Technical Manager 
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Health Care Industry Developments— 2002/03
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your health 
care industry audits. The knowledge delivered by this Alert assists 
you in achieving a more robust understanding of the business and 
economic environment in which your clients operate. This Alert 
is an important tool in helping you identify the significant risks 
that may result in the material misstatement of your client’s fi­
nancial statements. Moreover, this Alert delivers information 
about emerging practice issues and about current accounting, au­
diting, and regulatory developments.
If you understand what is happening in the health care industry 
and you can interpret and add value to that information, you will 
be able to offer valuable service and advice to your clients. This 
Alert assists you in making considerable strides in gaining that in­
dustry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA 
general Audit Risk Alert—2002/03 (product no. 022333kk). You 
should refer to the full text of the accounting and auditing pro­
nouncements as well as the full text o f any rules or publications 
that are discussed in this Alert.
Economic and Industry Developments
Statement on Auditing Standards (SAS) No. 22, Planning and  
Supervision (AICPA, Professional Standards, vol. 1, AU sec. 311), 
among other matters, provides guidance for auditors regarding 
the specific procedures that should be considered in planning an 
audit in accordance with generally accepted auditing standards 
(GAAS). SAS No. 22 states that the auditor should obtain a 
knowledge o f matters that relate to the nature o f the entity’s 
business, its organization, and its operating characteristics, and
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consider matters affecting the industry in which the entity oper­
ates, including, among other matters, economic conditions as 
they relate to the specific audit.
Economic Developments
For a thorough discussion o f the economic and business environ­
ment, see the AICPA general Audit Risk Alert—2002/03.
Economic News
Health care organizations operated and invested through the first 
three quarters o f 2002 in an economy recovering from the reces­
sion experienced in 2001. The economic word for 2001 was un­
certain and that continues to hold true for 2002. The current mix 
o f opposing trends— solid demand, but no strong pickup in 
jobs— stems partly from the nature of this business cycle. In other 
words, mild recoveries tend to follow mild recessions.
Some matters in the forefront during the first three quarters o f 
2002 were allegations of fraudulent financial reporting, employee 
layoffs, increased government regulation and security procedures 
resulting from terrorism concerns, and weak corporate profits re­
ported in some business sectors. Also, consumer spending has re­
mained strong through the first half and into the third quarter of 
2002. Interest rates have remained low. Following a number of cuts 
by the Federal Reserve Board in 2001, the federal funds rate stayed 
at 1.75 percent through much of 2002, until the rate was cut again 
in November 2002 to 1.25 percent. Activity in the U.S. equities 
markets through the first three quarters of 2002 was volatile. The 
Dow Jones Industrial Average, Standard and Poor's 500 Index, and 
National Association of Securities Dealers Automated Quotation 
continued their declines of the two previous years.
Third-Party Payers
Federal and State Health Care Programs
Many entities in the health care industry derive their revenues from 
payment arrangements with third-party payers. These third-party
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payers frequently include federal and state health care programs. Pa­
tient revenues received from these programs continue to be affected 
by new rules that change the methodologies for determining pay­
ments for services and products. These new rules include changes 
from cost-based reimbursement to prospective payment systems 
(PPS), as well as changes to fee reimbursement schedules for health 
care services. The Centers for Medicare and Medicaid Services 
(CMS) in recent years has published final rules that establish new 
PPS for Medicare outpatient services, home health care agencies, in­
patient rehabilitation facilities, and, most recently, long-term care 
hospitals. (See the related discussion “Prospective Payment Systems” 
in the “Regulatory Developments” section of this Alert.)
Auditors of health care organizations that will be affected by new 
or revised PPS rules may want to consider whether these changes 
in payment regulations may create any incentive for clients to 
look for inappropriate methods o f maximizing income, and 
whether management has adopted appropriate revenue recogni­
tion policies. Auditors need to pay attention to warning signals 
that may indicate increased audit risk with respect to revenue 
recognition and respond with appropriate professional skepticism 
and additional audit procedures.
Statement of Position (SOP) 00-1, Auditing Health Care Third- 
Party Revenues and Related Receivables, is a source of guidance to au­
ditors of health care organizations regarding uncertainties inherent 
in health care third-party revenue recognition. This SOP discusses 
auditing matters to consider in testing third-party revenues and re­
lated receivables, and provides guidance regarding the sufficiency 
of evidential matter and reporting on financial statements of health 
care organizations exposed to material uncertainties.
Managed Care
The use of managed care organizations as a means of controlling 
rapidly rising health care costs has slowed. Medicare+Choice plans 
allow Medicare program beneficiaries to participate in managed 
care plans. In 2002, a number of Medicare program beneficiaries 
enrolled in these plans were affected by the decisions of managed 
care companies to drop their coverage of Medicare plans.
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Auditors may need to consider the financial statement impact of 
new contracts executed between hospitals and other providers of 
health care services and managed care organizations, and between 
managed care organizations and members. Chapter 13 in the Audit 
and Accounting Guide Health Care Organizations provides guid­
ance on applying generally accepted accounting principles (GAAP) 
to providers of prepaid health care services for the accounting and 
reporting o f health care costs, contract losses (premium defi­
ciencies), stop-loss insurance (reinsurance), and contract acquisi­
tion costs.
Rising Cost of Health Care Products and Services
The cost o f health care in the United States is rising at rates 
higher than those seen in recent years. Health care organizations 
are providing expanded and sometimes higher-cost alternatives to 
existing health care products. Many health care organizations are 
incurring additional costs for regulatory compliance. The de­
mand for health care products and services, such as prescription 
drugs and hospital services, remains strong as the baby boomer 
segment of the U.S. population continues to age.
Information Technology
Health care organizations use information technology (IT) for 
communicating health information to patients and maintaining 
patient medical records, among other things. However, for the 
most part, the health care industry has lagged behind other indus­
tries in its use of IT. A number of health care organizations have 
undertaken projects to expand their use of IT, such as projects in­
volving the transmission of patient billing information electroni­
cally, or the electronic maintenance of patient medical records, 
sometimes for viewing by the patients or by physicians at other lo­
cations. When health care organizations undertake certain pro­
jects to expand their use of IT, they must consider whether 
compliance is required with certain regulations. These regulations 
include the Health Insurance Portability and Accountability Act 
(HIPAA) Administrative Simplification provision rules for privacy
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of medical information, and for submitting claims electronically. 
(See the related discussion “The Health Insurance Portability and 
Accountability Act o f 1996” in the “Regulatory Developments” 
section of this Alert.)
Staffing
While a number of entities in other industries have reported em­
ployee layoffs, the health care industry in general continues to 
provide job opportunities, as the hiring and retention of staff, in 
particular, professional nursing staff, continues to be a focus for 
many health care organizations. Shortages o f qualified nursing 
staff in many areas have resulted in some health care organiza­
tions hiring agency nurses to fill vacancies, a practice that can 
lead to increases in personnel costs. Some health care organiza­
tions, however, continue to use staffing cuts as a cost saving mea­
sure. Staffing cuts may also result when programs and services are 
eliminated at the health care organization.
Pension Benefits
Compensation and benefit costs, including pension benefit costs, 
can be significant to the financial statements of health care orga­
nizations. As a result of the sustained downturn in the markets, 
health care organizations may be reexamining and revising their 
pension earning assumptions downward. Downward revisions in 
pension earning assumptions and a resulting increase in pension 
expense may have a material affect on the health care organiza­
tion’s operating results, liquidity, or capital resources.
Also, health care organizations may be recording a minimum 
pension liability for the first time in recent years. As a reminder, 
paragraph 10.18 in the Audit and Accounting Guide Health Care 
Organizations provides guidance on the items that should be re­
ported separately from the performance indicator in the state­
ment o f operations o f not-for-profit health care organizations. 
This includes other items that are required by GAAP to be re­
ported separately, such as minimum pension liabilities in accor­
dance with paragraph 37 o f Financial Accounting Standards
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Board (FASB) Statement of Financial Accounting Standards No. 
87, Employers Accounting for Pensions.
Insurance Coverage
Many health care organizations are facing steep increases in pre­
miums from malpractice or property and casualty insurers, along 
with more restrictive terms and conditions, and policies that are 
not renewed. Meanwhile, some insurers have failed in, or with­
drawn from, certain market segments, raising concerns about the 
financial viability of some insurance carriers.
Health care organizations facing premium increases, concerns 
about the viability o f the insurer, or policies that are not renewed, 
may be reevaluating their insurance coverage. Health care organi­
zations may be opting to increase deductibles in order to reduce 
costs, or may increase the extent o f risk retained as a result o f 
changes in policy terms. There may also be significant changes in 
assessing the extent o f risk retained due to changes in the types o f 
insurance coverage used. Auditors should consider the effect of 
these insurance coverage issues when conducting audits o f health 
care organizations.
Regulatory Developments1
This section of the Alert provides brief summaries of some of the 
regulations issued and regulatory publications released since the 
writing o f last year’s Alert that may affect your clients in the 
health care industry. Brief discussions about certain regulations 
discussed in last year’s Alert that have effective or compliance 
dates in 2002 or 2003 are also included.
1. Readers should be alert for updates, amendments, or other changes to the rules dis­
cussed in this section of the Alert and other recent developments related to regula­
tory activities. The brief summaries provided in this section of the Alert are for 
informational purposes only. Readers should refer to the full text of the regulations 
and other documents that are discussed in this section of the Alert. See the “Infor­
mation Sources” section at the end of this Alert for a list of some Web sites that can 
provide additional information on regulatory issues and developments.
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Auditors may need to monitor changes in government regula­
tions for various reasons. For example, new regulations requiring 
prospective payment systems directly affect the recognition o f pa­
tient revenues. Also, health care organizations that are providers 
o f services to patients covered under Medicare or other federal 
health care programs have potential exposure to fines and penal­
ties as a result of laws and regulations governing the billing and 
cost-reporting process. As another example, auditors o f health 
care organizations may be required to comply with government 
auditing standards, as specified in the Government Auditing Stan­
dards (also referred to as the Yellow Book).
As discussed in paragraphs 2.41 and 2.42 of the Audit and Ac­
counting Guide Health Care Organizations, there are certain laws 
and regulations that are generally recognized by auditors to have 
a direct and material effect on the determination of amounts in 
financial statements o f health care organizations, including tax 
laws affecting tax accruals and tax expense, as well as Medicare 
and Medicaid laws directly affecting the amount of revenue rec­
ognized during the accounting period. Other laws and regula­
tions relate more to the health care organization’s operating 
aspects than to its financial and accounting aspects, and the fi­
nancial statement effect is indirect.
The Health Insurance Portability and Accountability Act of 1996
The Administrative Simplification provisions o f HIPAA require 
the U.S. Department of Health and Human Services (HHS) to 
adopt national standards for electronic health care transactions; 
unique identifiers for employers, providers, and health plans; and 
security and privacy standards for health information. Health 
care organizations are implementing final rules that HHS has is­
sued to address certain Administrative Simplification provisions.
Additional information on HIPAA is available on the H H S 
Web site, www.hhs.gov. Also, see the related discussion “Imple­
menting Health Insurance Portability and Accountability Act 
Requirements” in the “Audit Issues and Developments” section 
of this Alert.
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Standards for Privacy of Individually Identifiable 
Health Information
As discussed in last year’s Alert, HHS published a final rule with 
standards for privacy of individually identifiable health informa­
tion. This rule applies to health plans, health care clearinghouses, 
and those health care providers that conduct certain financial and 
administrative transactions electronically (covered entities). This 
rule’s “Business Associates” section includes guidance for a cov­
ered entity’s responsibilities when engaging others to perform es­
sential functions or services for them. Health plans other than 
small health plans, health care clearinghouses, and health care 
providers who conduct certain financial and administrative trans­
actions electronically have until April 14, 2003, to comply. Small 
health plans have until April 14, 2004, to comply. The final rule 
was published in the December 28, 2000, Federal Register.
Also, in the August 14, 2002, Federal Register, HHS published 
modifications to the privacy regulations. Among the modifica­
tions, covered entities (except for small health plans) are given up 
to an additional year to change existing written contracts to com­
ply with the rule’s business associates requirements. H H S also 
provided sample business associate contract provisions.
Standards for Electronic Transactions
Also discussed in last year’s Alert was the HHS rule that estab­
lished standard data content and formats for submitting elec­
tronic claims and other administrative health transactions. The 
final rule, published in the August 17, 2000, Federal Register, 
contains the requirements concerning the use of these standards 
by private and government sector health plans, health care clear­
inghouses, and certain health care providers. Small health plans 
have until October 16, 2003, to comply. Health plans other than 
small health plans, health care clearinghouses, and health care 
providers that choose to transmit their transactions in electronic 
form, were required to comply no later than October 16, 2002. 
In December 2001, however, Congress adopted legislation allow­
ing most covered entities to obtain an extension of one year, to 
October 16, 2003, to comply with the standards.
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Employer Identifier
HHS issued a final rule, published in the May 31, 2002, Federal 
Register, that adopts the employer identification number issued 
by the Internal Revenue Service (IRS) as the National Employer 
Identifier in the health care industry. In general, covered entities 
have until July 30, 2004, to comply. Small health plans have until 
August 1, 2005, to comply.
Prospective Payment Systems
Inpatient Rehabilitation Facilities
As discussed in last year's Alert, the CM S final rule for inpatient 
rehabilitation facility PPS was published in the August 7, 2001, 
Federal Register. The inpatient rehabilitation facility PPS replaces 
an existing cost-based payment system. Among the principal fea­
tures o f this PPS, rehabilitation facilities are to be paid for 
Medicare patients on a per-discharge basis, similar to acute care 
hospitals. This PPS rule took effect for inpatient rehabilitation fa­
cilities with cost reporting periods beginning on January 1, 2002.
Inpatient rehabilitation facilities could elect how they will transi­
tion into the PPS over a one-year period, either by being paid 
based on a blended rate, consisting o f a mix o f the rates paid 
under the old and new systems, or by being paid at full PPS rates.
Long-Term Care Hospitals
The CM S final rule for long-term care hospitals PPS was pub­
lished in the August 30, 2002, Federal Register. The long-term 
care hospitals PPS replaces the existing cost-based payment sys­
tem. Among the features o f this PPS, long-term care hospitals are 
to be paid for Medicare patients at a per-discharge amount. 
Long-term care hospitals are defined as having an average inpa­
tient length o f stay greater than 25 days. A five-year transition pe­
riod has been implemented to phase-in this PPS for long-term 
care hospitals. The long-term care hospital may elect to exercise a 
one-time opportunity to be paid based on 100 percent of the fed­
eral rate for cost reporting periods beginning on or after October 
1, 2002.
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Physicians’ Referrals to Health Care Entities With Which They 
Have Financial Relationships
As discussed in last year's Alert, CM S published a final rule enti­
tled “Medicare and Medicaid Programs; Physicians’ Referrals to 
Health Care Entities With Which They Have Financial Relation­
ships” in the January 4, 2001, Federal Register. This rule was ef­
fective January 4, 2002. In the December 3, 2001, Federal 
Register, CM S published an interim final rule with comment pe­
riod that delays for one year, until January 6, 2003, the effective 
date of the last sentence o f Section 411.334(d)(1) o f the final 
rule. In the November 22, 2002, Federal Register, CM S published 
a final rule that further postpones, for an additional six months, 
until July 7, 2003, the effective date o f the last sentence o f Sec­
tion 4 1 1.354(d)(1).
Corporate Compliance
Compliance plans are voluntary for health care organizations un­
less imposed under a corporate integrity agreement by the HHS 
Office of Inspector General (OIG). The OIG has issued compli­
ance program guidance in previous years for:
• Clinical laboratories
• Hospitals
• Home health agencies
• Third-party medical billing companies
• Hospices
• The durable medical equipment, prosthetics, orthotics, 
and supply industry
• Medicare+Choice organizations
• Nursing facilities
• Individual and small group physician practices
In 2002, the OIG released “Draft Compliance Program Guid­
ance for Ambulance Suppliers,” “Draft Compliance Program
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Guidance for Pharmaceutical Manufacturers,” and “Solicitation 
of Information and Recommendations for Revising the Compli­
ance Program Guidance for the Hospital Industry.” You can get 
these releases and the full text o f the OIG compliance program 
guidance, as well as information on any compliance guidance is­
sued subsequent to the writing o f this Alert, on the OIG Web 
site, www.oig.hhs.gov/.
Circular A-133 Audit Guidance Update
2002 Compliance Supplement Issued
The Office of Management and Budget (OMB) Circular A-133 
Compliance Supplement (the Supplement) is based on the require­
ments o f the Single Audit Act Amendments of 1996 and OMB 
Circular A-133, Audits o f States, Local Governments, and Non- 
Profit Organizations (Circular A-133). Those requirements pro­
vide for the issuance o f a compliance supplement to assist 
auditors in planning and performing the required audits. The 
Supplement identifies existing compliance requirements that the 
federal government expects to be considered as part o f an audit in 
accordance with the Single Audit Act Amendments of 1996 and 
Circular A-133, and use of the Supplement is mandatory.
The OM B issued its 2002 Supplement in March 2002. The 2002 
Supplement is effective for audits of fiscal years beginning after 
June 30, 2001. Appendix V of the Supplement lists changes from 
the 2001 Supplement.
Circular A-133 Audit Reviews
To obtain more information about the Circular A-133 audits of 
the grants they administer, many federal OIGs and state-level 
agencies with oversight responsibilities for Circular A-133 audits 
are increasing their scrutiny of completed audits through desk re­
views, quality control reviews, and other types of examinations. 
Those reviews and peer reviews of single audit engagements have 
identified a range o f audit problems.
The AICPA has published a new Audit Risk Alert, Single Audits—  
2002  (product no. 022443kk), as a complement to SOP 98-3,
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Audits o f States, Local Governments, and Not-for-Profit Organiza­
tions Receiving Federal Awards.2 This new Audit Risk Alert is in­
tended to provide auditors o f organizations receiving federal 
awards with an overview of recent industry, regulatory, and profes­
sional developments that may affect the audits they perform. 
Among other things, it includes a discussion of common engage­
ment deficiencies noted in peer reviews and ethics investigations, a 
summary o f audit deficiencies found by various federal agency 
OIGs, audit refresher information on determining major programs 
and auditors’ responsibility for internal control, and the latest on 
Federal Audit Clearinghouse data collection form submissions.
Government Auditing Standards
The Government Accounting Office (GAO) 1994 Government 
Auditing Standards (GAS) or Yellow Book, as amended, is the set 
o f standards for audits you should follow when so required by 
law, regulation, agreement, contract, or policy. The Yellow Book 
standards are an integral part o f the requirements for a Circular 
A-133 audit.
Help Desk—The Yellow Book documents discussed in this 
section are available on the GAO’s Web site at www.gao.gov/ 
govaud/ybk01.htm.
Independence Requirements
In January 2002, the GAO made significant changes to the Yel­
low Book’s auditor independence requirements. Amendment 
No. 3, Independence, establishes independence standards for 
CPAs, non-CPAs, government auditors, and performance audi­
tors. It deals with a range of auditor independence issues, in­
cluding restrictions on nonaudit services. It affects a significant 
number of audits, applying to auditors of federal, state, and local
2. Statement of Position (SOP) 98-3, Audits o f States, Local Governments, and Not-for- 
Profit Organizations Receiving Federal Awards, is updated annually with conforming 
changes. SOP 98-3 is available in the AICPA publication Technical Practice Aids, and 
is also included as an appendix to the Audit and Accounting Guides Audits o f State 
and Local Governmental Units (Non-GASB 34  Edition), Audits o f State and Local Gov­
ernments (GASB 34  Edition), and Not-for-Profit Organizations.
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governments as well as not-for-profit and for-profit recipients of 
federal (and some state) grants and loans.
Topics Addressed. Amendment No. 3 addresses when auditors 
and their organizations are independent from the organizations 
they audit by defining when personal, external, and organizational 
impairments to independence exist. The amendment applies not 
only to auditors but also to specialists— such as actuaries, apprais­
ers, and attorneys— whose work is used in an audit and which the 
amendment defines as members o f the audit team. If an audit or­
ganization is not independent, the amendment states that the au­
ditor should (1) decline to perform the work or (2) report the 
impairment in the scope section of the auditor’s report when a 
government auditor cannot decline to perform the work because 
of a legislative requirement or for other reasons.
Like the AICPA’s Code of Professional Conduct, Amendment 
No. 3 adopts an engagement-team-focused approach to indepen­
dence for matters such as financial interests of an individual audi­
tor. It requires that audit organizations’ internal quality control 
systems identify impairments to independence and determine 
compliance with Yellow Book independence requirements. 
Amendment No. 3 provides criteria for when governmental audit 
organizations are organizationally independent from the audited 
entity for purposes of external and internal reporting, expanding 
the previous criteria for when such organizations are independent 
for external reporting purposes.
Amendment No. 3 employs a principles-based approach to inde­
pendence supplemented with certain safeguards for matters such 
as the performance o f nonaudit services. With respect to nonau­
dit services, the Yellow Book rule is more restrictive than the 
AICPA rule because it prohibits an auditor from providing 
nonaudit services (except for routine advice or activities) when 
those services are significant or material to the subject matter of 
the audit. When the nonaudit service is not significant or mater­
ial to the subject matter o f the audit, specific safeguards are re­
quired, including a requirement for a separate engagement team 
to perform the service. The amendment’s provisions relating to
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nonaudit services have the potential to significantly change auditor- 
client relationships.
The standard for nonaudit services employs two overarching 
principles:
1. Audit organizations should not provide nonaudit services 
that involve performing management functions or making 
management decisions; and
2. Audit organizations should not audit their own work or 
provide nonaudit services in situations where the nonaudit 
services are significant or material to the subject matter of 
the audits.
Audit organizations may perform nonaudit services that do not 
violate the above principles only if all o f the following seven safe­
guards are followed:
1. The audit organization should preclude personnel who 
provided the nonaudit services from planning, conducting, 
or reviewing audit work related to the nonaudit service.
2. The audit organization is precluded from reducing the 
scope and extent of the audit work beyond the level that 
would be appropriate if another unrelated party performed 
the nonaudit work.
3. The audit organization should document its consideration 
o f the nonaudit service, and document its rationale that 
providing the nonaudit service does not violate the two 
overarching principles.
4. Before performing nonaudit services, the audit organization 
should establish and document an understanding with the 
audited entity regarding the objectives, scope of work, and 
product or deliverables of the nonaudit service. The audit 
organization should also establish and document an under­
standing with management that management is responsible 
for the substantive outcomes of the work.
5. The audit organization’s quality control systems for com­
pliance with independence requirements should include
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policies and procedures to assure consideration of the ef­
fect on the ongoing, planned, and future audits when de­
ciding whether to provide nonaudit services and a 
requirement to have the understanding with management 
o f the audited entity documented. The understanding 
should be communicated to management in writing. Doc­
umentation must specify management’s responsibility for 
the nonaudit service, management’s qualifications to con­
duct the required oversight, and that management’s re­
sponsibilities were performed.
6. In cases where certain nonaudit services by their nature im­
pair the audit organization’s ability to meet either or both 
o f the overarching principles for certain types o f audit 
work, the audit organization should communicate to man­
agement o f the audited entity, before performing the 
nonaudit service, that the audit organization would not be 
able to perform subsequent audit work related to the sub­
ject matter o f the nonaudit service.
7. For audits selected in the peer review, all related nonaudit 
services should be identified to the audit organization’s 
peer reviewer and the audit documentation made available 
for peer review.
Help Desk—The AICPA has developed a fact sheet on 
Amendment No. 3 that discusses its provisions, includ­
ing nonaudit services that may be performed and those 
that are expressly prohibited. In addition, the AICPA has 
developed a comparison of the AICPA and Yellow Book 
independence requirements. Both those documents, 
which are on the AICPA Web site at www.aicpa.org/ 
members/div/ethics/index.htm, explain the differences 
between the Yellow Book and the AICPA independence 
requirements in general and for the following nonaudit 
services: bookkeeping, payroll, tax, human resources, 
information technology, appraisal or valuation, indirect 
cost proposal or cost allocation plans, legislative and ad­
ministrative decision-making, internal control self-assess­
ments, and assisting legislative bodies.
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The GAO has released additional guidance on the auditor in­
dependence requirements under GAS. Government Auditing 
Standards—Answers to Independence Standard Questions is avail­
able on the GAO Web site at www.gao.gov/govaud/ybk01.htm. 
Also, in that guidance, the GAO extended the effective date of 
Amendment 3 from all Yellow Book audits for periods beginning 
on or after October 1, 2002, to all Yellow Book audits for periods 
beginning on or after January 1, 2003.
Proposed 2002 Revision to Government Auditing Standards
In January 2002 the GAO issued an exposure draft, Government 
Auditing Standards: 2002 Revision. The exposure draft proposes 
revisions to all chapters o f the Yellow Book, including those relat­
ing to both financial and performance audits. The exposure draft 
does not address auditor independence (which was recently ad­
dressed in Amendment No. 3, discussed earlier in this section of 
the Alert). Among other matters, the proposed revisions are in­
tended to clarify the types o f audits and services that are per­
formed under the Yellow Book, to strengthen and streamline 
certain provisions of it, and to improve understandability o f the 
GAS. As of the writing of this Alert, the GAO staff is estimating 
a spring 2003 issuance date for a final document.
Internal Revenue Service Developments
Intermediate Sanctions— Final Regulations
The IRS has issued final regulations for intermediate sanctions 
designed to protect donors and charities from insider dealing and 
excessive compensation for executives. The rules gave the IRS a 
tool to regulate the activities o f exempt organizations, with or 
without revoking the organization’s exempt status. The tempo­
rary rules were discussed in last year’s Alert. The final regulations 
differ slightly from the temporary rules. The effective and applic­
ability dates of the final regulations are January 23, 2002.
Not-for-profit organizations must continue to document how 
and why they compensate CFOs, CEOs, or others with signifi­
cant power over an organization. The law not only targets top
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executives but also their family members and family-controlled 
entities in which there is a combined ownership interest of more 
than 35 percent if any receives excess benefits. Penalties will be 
imposed on any transaction that provides excess economic bene­
fits to a disqualified person (that is, a person in a position to ex­
ercise substantial power over the affairs o f a public charity or 
social welfare organization). Penalties will also be imposed on 
transactions involving excessive compensation for executives. 
The ultimate penalty is revocation o f the not-for-profit organi­
zation exempt status.
There is a five-year look-back period starting with the transac­
tion date. This means that the IRS can look back five years from 
the date the executive received the excess benefit and impose the 
tax if he or she was a disqualified person at any time during this 
period. A parallel five-year look-back rule applies in determin­
ing qualifying organizations. If an entity was a section 501 (c)(3) 
or 501(c)(4) organization at any time within the five years be­
fore the transaction date, section 4958(e) considers it a qualify­
ing organization.
Exceptions. There are several exceptions to the section 4958 
rules, including a binding contract exception as well as an initial 
contract exception.
Donor-Advised Funds. The final regulations do not adopt a spe­
cial rule regarding any donor or adviser to a donor-advised fund; 
consequently, the general rule will apply to determine whether a 
donor is a disqualified person.
M anagers Shield Expanded. An excise tax equal to 10 percent of 
the excess benefit may be imposed on the participation of an or­
ganization manager in an excess benefit transaction between an 
applicable tax-exempt organization and a disqualified person. 
This tax, which may not exceed $10,000 with respect to any sin­
gle transaction, is only imposed if the 25 percent tax is imposed 
on the disqualified person, the organization manager knowingly 
participated in the transaction, and the manager’s participation 
was willful and not the result o f reasonable cause. There is also 
joint and several liability on this tax. A person may be liable for
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both the tax paid by the disqualified person and this organization 
manager tax in appropriate circumstances.
The final regulations add to the means by which organization 
managers can protect themselves from such tax. Protection starts 
with making a decision as to whether an individual is an organi­
zation manager. An organization manager is any officer, director, 
or trustee of an applicable tax-exempt organization, or any indi­
vidual having powers or responsibilities similar to those of the of­
ficers, directors, or trustees o f the organization, regardless o f title. 
An organization manager is not considered to have participated 
in an excess benefit transaction if the manager has opposed the 
transaction in a manner consistent with the fulfillment o f the 
manager’s responsibilities to the organization. For example, a di­
rector who votes against giving an excess benefit would ordinarily 
not be subject to this tax.
A manager’s participation in a transaction will not be considered 
knowing whether the organization’s board has satisfied the re­
quirements o f the rebuttable presumption of reasonableness for 
the transaction as discussed in the final regulations. A manager is 
protected as well if he or she relies on a professional’s reasoned 
written opinion on matters within the professional’s expertise 
that concludes, based on a full disclosure of all the facts, that an 
excess benefit transaction has not occurred.
Disregarded Benefits Rule Broadened. This rule addresses the 
final regulations added to the economic benefits, which are to 
be disregarded in determining whether an excess benefit trans­
action has occurred, including employee expense reimburse­
ments paid under an accountable plan. A plan is an 
accountable plan if (a) the reimbursement is for ordinary and 
necessary business expenses; (b) the employee substantiates the 
expenses reimbursed within a reasonable period o f time; and 
(c) the employee must return the unsubstantiated portion o f 
the reimbursement.
Section 4 9 5 8  Does N ot Replace Revocation o f  Exem ption. 
Section 4958 does not affect the substantive standards for tax 
exemption under sections 501(c)(3) and 501(c)(4), including
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the requirements that the organization be organized and oper­
ated exclusively for exempt purposes, and that no part o f its 
net earnings inure to the benefit o f any private shareholder or 
individual. In most cases, the imposition o f this intermediate 
sanction will be in lieu o f revocation. The IRS has indicated 
that the following four factors will be considered in determin­
ing whether to revoke an applicable tax-exempt organization’s 
exemption status if an excess benefit transaction has occurred. 
The four factors are:
1. Whether the organization has been involved in repeat ex­
cess benefit transactions.
2. The size and scope of the excess benefit transaction.
3. Whether, after concluding that it has been party to an ex­
cess benefit transaction, the organization has implemented 
safeguards to prevent future recurrences.
4. Whether there was compliance with other applicable laws.
Rebuttable Presumption Procedure. The regulations contain a 
procedure for ensuring that all top officials are in full compliance, 
and thus not liable for the taxes. The procedure is called creating 
a “rebuttable presumption o f reasonableness.” The procedure is 
not required, but is potentially advantageous to all persons cov­
ered by the regulations.
Acquisition Financing Bond Transactions
Auditors of health care organization clients that may have or may 
be contemplating acquisition financing bond transactions involv­
ing hospital mergers should note that in April 2002, the IRS pub­
lished proposed regulations regarding the issuance of such debt. 
Simultaneously with the publication o f the proposed rules, the 
IRS released a separate voluntary settlement agreement that 
would allow systems that have already merged using acquisition 
financing debt that is deemed not to be in compliance with the 
tax code to repay a percentage o f their arbitrage profits and avoid 
having their bonds declared taxable.
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Audit Issues and Developments3
The Sarbanes-Oxley Act of 2002
The Sarbanes-Oxley Act o f 2002, signed into law on July 30, 
2002, is the most significant legislation affecting the accounting 
profession since 1933. A more detailed discussion of the Sarbanes- 
Oxley Act of 2002 can be found in the general Audit Risk Alert— 
2002/03  (product no. 022333kk). Also, the AICPA has a new 
hotline to help members with questions about the Sarbanes-Oxley 
Act o f  2002, how it will be implemented, and how to comply. Call 
(866) 265-1977. The hotline will remain in operation for the re­
mainder of 2002.
Implementing Health Insurance Portability and Accountability 
Act Requirements
A number of health care organizations will be focusing on imple­
menting HHS rules that address the Administrative Simplifica­
tion provisions o f HIPAA. (See the related discussion “The 
Health Insurance Portability and Accountability Act of 1996” in 
the “Regulatory Developments” section o f this Alert.) Compliance 
with these rules will require a multiyear effort with the potential 
for significant resource outlays, including major changes for pro­
cessing. Noncompliance with HIPAA Administrative Simplifica­
tion provision rules can subject affected health care organizations 
to civil and criminal penalties. Also, health care organizations 
that are unable to comply with the required deadlines for submis­
sion of electronic claims in the HIPAA required format may find 
such claims rejected by third-party payers.
Health care organizations may have implemented, and may be 
continuing to implement, system changes necessary to accommo­
date the Administrative Simplification provision rules. Auditors 
should be alert for risks relevant to financial reporting that can 
arise or change due to, for example, new systems or system
3. Readers should refer to the full text o f the laws, regulations, auditing and accounting 
standards, and other pronouncements that are discussed in this section of the Audit 
Risk Alert.
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changes. SAS No. 55, Consideration o f Internal Control in a F i­
nancial Statement Audit (AICPA, Professional Standards, vol. 1, 
AU sec. 319), as amended, provides guidance on the independent 
auditor’s consideration of an entity’s internal control in an audit 
o f financial statements in accordance with GAAS. SAS No. 55, as 
amended, among other matters, states that risks relevant to finan­
cial reporting include internal and external events and circum­
stances that may occur and adversely affect an entity’s ability to 
initiate, record, process, and report financial data consistent with 
the assertions of management in the financial statements. Risks 
can arise or change due to circumstances, such as, among other 
things, changes in the regulatory or operating environment and 
new or revamped information systems.
Auditors o f a health care organization should consider their 
client’s preparations for compliance with the HIPAA Administra­
tive Simplification provision rules and be alert for any conditions 
or events which, when considered in the aggregate, indicate there 
could be substantial doubt about the client’s ability to continue as 
a going concern for a reasonable period of time not to exceed one 
year beyond the date of the financial statements being audited. 
The significance o f such conditions and events will depend on 
the circumstances, and some may have significance only when 
viewed in conjunction with others. See the discussion “Going 
Concern Considerations” in this section of the Alert for a discus­
sion about the guidance in SAS No. 59, The Auditor 's Considera­
tion o f an Entity's Ability to Continue as a Going Concern (AICPA, 
Professional Standards, vol. 1, AU sec. 341).
Implementing regulations such as the rules issued to address the 
HIPAA Administrative Simplification provisions may result in 
increases in certain expense categories. The auditor should con­
sider this when designing and performing analytical procedures 
in financial statement audits conducted in accordance with 
GAAS. SAS No. 56, Analytical Procedures (AICPA, Professional 
Standards, vol. 1, AU sec. 329) provides guidance on the use of 
analytical procedures.
Also, the AICPA has published a technical practice aid (TPA) 
that provides nonauthoritative guidance on accounting by health
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care organizations for costs associated with upgrading and im­
proving computer systems to comply with HIPAA. See the dis­
cussion “Accounting for Computer Systems Costs Incurred in 
Connection With the Health Insurance Portability and Account­
ability Act o f 1996” in the “New Accounting Pronouncements 
and Other Guidance” section of this Alert.
As noted previously in the discussion “Standards for Privacy of 
Individually Identifiable Health Information” in the “Regulatory 
Developments” section of this Alert, HHS published a final rule 
with standards for privacy of individually identifiable health in­
formation. This rule’s “Business Associates” section includes 
guidance for a covered entity’s responsibilities when engaging 
others to perform essential functions or services. Covered entities 
are required to execute agreements with business associates to en­
sure the business associates protect the privacy of health informa­
tion. Auditors o f health care organizations that are covered 
entities may be considered business associates.
Auditors should consider the effect of the final rule and the rule’s 
business associates provisions on the audit. For example, SAS No. 
96, Audit Documentation (AICPA, Professional Standards, vol. 1, 
AU sec. 339) states that the auditor should prepare and maintain 
audit documentation, the form and content o f which should be 
designed to meet the circumstances of the particular audit engage­
ment. The quantity, type, and content of audit documentation are 
matters of the auditor’s professional judgment. If the health care 
organization client refuses to share information with its auditor 
due to concerns over violating privacy regulations, the auditor 
should consider whether the inability to obtain information as a 
result o f the refusal by the client constitutes a scope limitation on 
the audit. As discussed in SAS No. 58, Reports on Audited Finan­
cial Statements (AICPA, Professional Standards, vol. 1, AU sec. 
508), as amended, restrictions on the scope o f the audit, whether 
imposed by the client or by circumstances, such as the inability to 
obtain sufficient competent evidential matter, may require the au­
ditor to qualify his or her opinion or to disclaim an opinion. In 
such instances, the reasons for the auditor’s qualification of opin­
ion or disclaimer of opinion should be described in the report.
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Auditing and Accounting Guidance for Investments
Health care organizations, like organizations in other industries, 
have been investing in markets and in a business environment 
that during the past year have seen periods o f significant volatil­
ity, declines in corporate profitability, and ratings downgrades for 
a number of companies. Auditors should consider whether their 
health care organization clients may have invested in debt or eq­
uity instruments o f companies that have potential for declines in 
value, including an other than temporary decline in value.
Not-for-Profit Health Care Organizations
Not-for-profit health care organizations should consider the 
guidance in FASB Statement No. 124, Accounting for Certain In­
vestments in Held by Not-for-Profit Organizations. FASB State­
ment No. 124 requires that investments in equity securities with 
readily determinable fair values and all investments in debt secu­
rities be reported at fair value with gains and losses included in a 
statement of activities. FASB Statement No. 124 does not include 
within its scope investments in equity securities that are ac­
counted for under the equity method, investments in consoli­
dated subsidiaries, or investments in derivative instruments that 
are subject to the requirements o f FASB Statement No. 133, Ac­
counting for Derivative Instruments and Hedging Activities. FASB 
Statement No. 124 also includes disclosure requirements.
Chapter 4 in the Audit and Accounting Guide Health Care Orga­
nizations also includes guidance about the reporting o f invest­
ments by not-for-profit health care organizations, including the 
classification of investment return. A discussion o f some of the 
guidance presented in chapter 4 follows.
Investment return (including realized and unrealized gains and 
losses) not restricted by donors or by law should be classified as 
changes in unrestricted net assets as follows:
•  Included in the performance indicator:
-  Dividend, interest, and other similar investment income
— Realized gains and losses
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-  Unrealized gains and losses on trading securities4
-  Other than temporary impairment losses
• Excluded from the performance indicator:
-  Unrealized gains and losses on other than trading securities
You can find a discussion about the performance indicator in the sec­
tion “Financial Statement Presentation” in chapter 10 of the Guide.
Gains and investment income that are limited to specific uses by 
donor-imposed restrictions may be reported as increases in unre­
stricted net assets if the restrictions are met in the same reporting 
period as the gains and income are recognized, provided that the 
organization has a similar policy for reporting contributions re­
ceived, applies the policy consistently from period to period, and 
discloses its accounting policy. The classification o f these gains 
and investment income in unrestricted net assets should be con­
sistent with the preceding paragraph.
In the absence of donor stipulations or law to the contrary, losses 
on the investments o f a donor-restricted endowment fund shall 
reduce temporarily restricted net assets to the extent that donor- 
imposed temporary restrictions on net appreciation of the fund 
have not been met before the loss occurs. Any remaining loss shall 
reduce unrestricted net assets and shall be excluded from the de­
termination of the performance indicator. If losses reduce the as­
sets o f a donor-restricted endowment fund below the level 
required by the donor stipulations or law, gains that restore the fair 
value of the assets of the endowment fund to the required level 
shall be classified as increases in unrestricted net assets and shall be 
excluded from the determination of the performance indicator.
Except as described in the two preceding paragraphs, investment 
return (including realized and unrealized gains and losses) re­
stricted by donors or by law, should be classified as changes in 
temporarily or permanently restricted net assets consistent with 
the applicable restrictions.
4. Trading securities are defined in Financial Accounting Standards Board (FASB) 
Statement of Financial Accounting Standards No. 115, Accounting for Certain Invest­
ments in Debt and Equity Securities, including any interpretations thereof.
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Investor-Owned Health Care Organizations
Investor-owned health care organizations are subject to the ac­
counting, reporting, and disclosure requirements of FASB State­
ment No. 115, Accounting for Certain Investments in Debt and  
Equity Securities. FASB Statement No. 115 defines three cate­
gories into which an enterprise classifies investments:
• Held-to-maturity. These investments are reported at amor­
tized cost.
• Trading securities. These investments are reported at fair 
value, with unrealized holding gains and losses included in 
income.
• Available-for-sale. These investments are reported at fair 
value with unrealized holding gains and losses excluded 
from income and reported in a separate component of other 
comprehensive income until realized, except all or a portion 
of the unrealized holding gain and loss of an available-for- 
sale security that is designated as being hedged in a fair 
value hedge shall be recognized in earnings during the pe­
riod of the hedge.
FASB Statement No. 115 also states that for individual securities 
classified as either available-for-sale or held-to-maturity, an enter­
prise shall determine whether a decline in fair value below the 
amortized cost basis is other than temporary. If the decline in fair 
value is judged to be other than temporary, the cost basis of the 
individual security shall be written down to fair value as a new 
cost basis and the amount of the write-down shall be included in 
earnings (that is, accounted for as a realized loss). The new cost 
basis shall not be changed for subsequent recoveries in fair value.
Appendix B, “Additional Guidance on Impairment of Securities,” 
of the FASB Special Report A Guide to Implementation o f State­
ment 115 on Accounting for Certain Investments in Debt and Eq­
uity Securities, includes the Securities and Exchange Commission 
(SEC) Staff Accounting Bulletin (SAB) No. 59, Accounting for 
Noncurrent Marketable Equity Securities. SAB No. 59 provides ex­
amples o f factors that, individually or in combination, indicate
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that a decline is other than temporary and that a write-down of 
the carrying value is required. These factors are:
•  The length o f time and the extent to which the market 
value has been less than cost.
• The financial condition and near-term prospects of the is­
suer, including any specific events which may influence the 
operations of the issuer such as changes in technology that 
may impair the earnings potential of the investment or the 
discontinuance o f a segment of the business that may affect 
the future earnings potential.
• The intent and ability of the holder to retain its investment 
in the issuer for a period of time sufficient to allow for any 
anticipated recovery in market value.
Accounting Principles Board (APB) Opinion No. 18, The Equity 
Method o f Accounting for Investments in Common Stock, provides 
that declines in the value of investments that are accounted for 
using the equity method be recognized if the declines in value are 
other than temporary.5
Also, see chapter 4 o f the Audit and Accounting Guide Health 
Care Organizations for further discussion about the accounting 
and reporting requirements for investments.
Auditing Guidance
Audit guidance for auditing investments is available in SAS No. 
92, Auditing Derivative Instruments, Hedging Activities, and In­
vestments in Securities (AICPA, Professional Standards, vol. 1, AU 
sec. 332), and in the Audit Guide Auditing Derivative Instru­
ments, Hedging Activities, and Investments in Securities.
SAS No. 92 includes a discussion of impairment losses that states 
that determinations of whether losses are other than temporary 
often involve estimating the outcome of future events. Accordingly,
5. See paragraph 1.30 and Appendix A to chapter 1 o f the Audit and Accounting Guide 
Health Care Organizations for information about the applicability o f Accounting 
Principles Board (APB) Opinion No. 18, The Equity Method o f Accounting for Invest­
ments in Common Stock, as amended, to not-for-profit organizations.
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judgment is required in determining whether factors exist that in­
dicate that an impairment loss has been incurred at the end of the 
reporting period. These judgments are based on subjective as well 
as objective factors, including knowledge and experience about 
past and current events and assumptions about future events. The 
following are examples of such factors:
• Fair value is significantly below cost and:
— The decline is attributable to adverse conditions specif­
ically related to the security or to specific conditions in 
an industry or in a geographic area.
— The decline has existed for an extended period o f time.
— Management does not possess both the intent and the 
ability to hold the security for a period of time suffi­
cient to allow for any anticipated recovery in fair value.
• The security has been downgraded by a rating agency.
• The financial condition of the issuer has deteriorated.
• Dividends have been reduced or eliminated, or scheduled 
interest payments have not been made.
• The entity recorded losses from the security subsequent to 
the end of the reporting period.
Subsequent to the balance sheet date but prior to the issuance of 
the financial statements, an event may occur (for example, fur­
ther decline in fair value, or ratings downgrade) that would pro­
vide evidence a decline in fair value is other than temporary. 
Auditors should refer to SAS No. 1, Codification o f Auditing Stan­
dards and Procedures (AICPA, Professional Standards, vol. 1, AU 
sec. 560, “Subsequent Events”), for guidance on auditor’s proce­
dures relating to subsequent events. Two types o f subsequent 
events require consideration by management of the health care 
organization and evaluation by the independent auditor: an event 
that provides additional evidence with respect to conditions that 
existed at the date of the balance sheet being reported on, or an 
event that provides evidence with respect to conditions that did 
not exist at the date of the balance sheet being reported on but
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arose subsequent to that date. If the event provides additional ev­
idence with respect to the investment being other than temporar­
ily impaired at the balance-sheet date, the financial statements 
should be adjusted. If the event provides evidence that the invest­
ment was not other than temporarily impaired at the date of the 
balance sheet being reported on but arose subsequent to that 
date, the health care organization needs to consider whether the 
event may be of such a nature that disclosure of the event is re­
quired to keep the financial statements from being misleading.
Auditors should also consider the need for using the work of a 
specialist for valuation of complex financial instruments. SAS 
No. 73, Using the Work o f a Specialist (AICPA, Professional Stan­
dards, vol. 1, AU sec. 336), can be useful in providing guidance to 
auditors who use the work of a specialist in performing an audit 
in accordance with GAAS.
Going Concern Considerations
Remember to consider the guidance in SAS No. 59, The Auditor s 
Consideration o f an Entity’s Ability to Continue as a Going Concern. 
Among other matters, SAS No. 59 provides guidance on (1) the 
auditor’s evaluation of whether there is substantial doubt about 
the entity’s ability to continue as a going concern for a reasonable 
period of time, not to exceed one year beyond the date of the fi­
nancial statements that are being audited, (2) the adequacy of fi­
nancial statement disclosure, and (3) the need to modify the 
auditor’s report. SAS No. 59 states that continuation of an entity 
as a going concern is assumed in financial reporting in the absence 
of significant information to the contrary. Ordinarily, information 
that significantly contradicts the going concern assumption relates 
to the entity’s inability to continue to meet its obligations as they 
become due without substantial disposition of assets outside the 
ordinary course o f business, restructuring o f debt, externally 
forced revisions of its operations, or similar actions.
As discussed in SAS No. 59, the auditor may identify information 
about certain conditions or events that, when considered in the ag­
gregate, indicate there could be substantial doubt about the entity’s
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ability to continue as a going concern for a reasonable period of 
time not to exceed one year beyond the date of the financial state­
ments being audited. The significance o f such conditions and 
events will depend on the circumstances, and some may have sig­
nificance only when viewed in connection with others. SAS No. 59 
provides the following examples of such conditions and events:
• Negative trends (for example, recurring operating losses, 
working capital deficiencies, negative cash flows from op­
erating activities, and adverse key financial ratios).
• Other indications o f possible financial difficulties (exam­
ples include the need to seek new sources or methods of fi­
nancing or to dispose of substantial assets).
• Internal matters (examples include the need to signifi­
cantly revise operations).
• External matters that have occurred (examples include 
legal proceedings, legislation, or similar matters that might 
jeopardize an entity’s ability to operate).
For audits of financial statements for periods beginning on or 
after May 15, 2002, you will also need to consider the guidance 
in SAS No. 96, Audit Documentation (AICPA, Professional Stan­
dards, vol. 1, AU sec. 341). Early implementation of this SAS is 
permitted. SAS No. 96, among other matters, amends SAS No. 
59 to require an auditor to document:
• The conditions or events that led him or her to believe that 
there is substantial doubt about the entity’s ability to con­
tinue as a going concern.
• The work performed in connection with the auditor’s eval­
uation of management’s plans.
•  The auditor’s conclusion as to whether substantial doubt 
about the entity’s ability to continue as a going concern for 
a reasonable period o f time remains or is alleviated.
• The consideration and effect of that conclusion on the fi­
nancial statements, disclosures, and audit report.
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Auditor Responsibility Concerning Illegal Acts
Auditors o f health care organizations should be aware of the re­
quirements of SAS No. 54, Illegal Acts by Clients (AICPA, Profes­
sional Standards, vol. 1, AU sec. 317). SAS No. 54 prescribes the 
nature and extent of the consideration that the auditor should give 
to the possibility o f illegal acts by a client in audits o f financial 
statements in accordance with GAAS. The term illegal acts refers 
to violations of laws or governmental regulations. SAS No. 54 
states, in part, that the auditor considers laws and regulations that 
are generally recognized by auditors to have a direct and material 
effect on the determination of financial statement amounts. Enti­
ties may be affected by many other laws or regulations relating 
more to an entity’s operating aspects than to its financial and ac­
counting aspects, and their financial statement effect is indirect. 
Their indirect effect is normally the result of the need to disclose a 
contingent liability because of the allegation or determination of 
illegality. SAS No. 54 also provides guidance on the auditor’s re­
sponsibilities when a possible illegal act is detected.
Among other matters, SAS No. 54 provides guidance regarding 
communications with audit committees and others. SAS No. 54 
notes that the auditor should be assured that the audit commit­
tee, or others with equivalent authority and responsibility, is ade­
quately informed with respect to illegal acts that come to the 
auditor’s attention.
Fraud
Recent highly publicized instances of fraudulent financial report­
ing serve as reminders to auditors of the need to remain alert to 
possible instances o f fraudulent activity and to maintain an ap­
propriate attitude of professional skepticism.
Auditors should consider the guidance in SAS No. 99, Consideration 
o f Fraud in a Financial Statement Audit (AICPA, Professional Stan­
dards, vol. 1, AU sec. 316). SAS No. 99 supersedes SAS No. 82, 
Consideration o f Fraud in a Financial Statement Audit, and amends 
SAS No. 1, AU sec. 230, “Due Professional Care in the Performance 
of Work”, and SAS No. 85, Management Representations (AICPA,
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Professional Standards, vol. 1, AU sec. 333). SAS No. 99 does not 
change the auditor's responsibility to plan and perform the audit to 
obtain reasonable assurance about whether the financial statements 
are free of material misstatement, whether caused by error or fraud, 
as stated in SAS No. 1 (AU sec. 110.02, “Responsibilities and Func­
tions of the Independent Auditor”).6 However, SAS No. 99 estab­
lishes standards and provides additional guidance to auditors in 
fulfilling that responsibility, as it relates to fraud, in an audit of fi­
nancial statements conducted in accordance with GAAS.
SAS No. 99 is effective for audits of financial statements for peri­
ods beginning on or after December 15, 2002. Early application 
of the provisions of SAS No. 99 is permissible.
A more detailed discussion of SAS No. 99 can be found in the 
general Audit Risk Alert—2002/03. Also, the AICPA has devel­
oped a Practice Aid, Fraud Detection in a GAAS Audit—SAS No. 
99 Implementation Guide. For more information about this Prac­
tice Aid, see the discussion “On the Bookshelf” in the “Resource 
Central” section of this Alert.
The AICPA has launched a new, comprehensive Antifraud and 
Corporate Responsibility Program. The program includes many 
initiatives, including the new auditing standard, SAS No. 99; the 
Institute for Fraud Studies; corporate training programs; and new 
continuing professional education (CPE) recommendations, 
among others. Information about the program, a list o f initia­
tives, and other fraud resources are now available on the AICPA 
Web site at www.aicpa.org/antifraud/homepage.htm. Also, look 
for the AICPA’s Antifraud Resource Center, which will launch on 
the AICPA Web site, www.aicpa.org, and will offer comprehen­
sive tools, resources, and information for fraud prevention, detec­
tion, and deterrence.
6. The auditor’s consideration of illegal acts and responsibility for detecting misstate­
ments resulting from illegal acts is defined in Statement on Auditing Standards 
(SAS) No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 
317). For those illegal acts that are defined in that Statement as having a direct and 
material effect on the determination of financial statement amounts, the auditor’s re­
sponsibility to detect misstatements resulting from such illegal acts is the same as 
that for errors (see SAS No. 47, Audit Risk and Materiality in Conducting an Audit, 
AICPA, Professional Standards, vol. 1, AU sec. 312) or fraud.
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2002 Audit and Accounting Guide Health Care Organizations
The Audit and Accounting Guide Health Care Organizations is 
being updated with conforming changes to reflect the issuance of 
authoritative pronouncements. The Guide is expected to be is­
sued in early 2003.
Among conforming changes planned for the 2002 edition of the 
Guide are updates for accounting pronouncements FASB State­
ment No. 141, Business Combinations, FASB Statement No. 142, 
Goodwill and Other Intangible Assets, and FASB Statement No. 
144, Accounting for the Impairment or Disposal o f Long-Lived As­
sets. Updates to the Guide for auditing pronouncements include 
conforming changes for SAS No. 92, Auditing Derivative Instru­
ments, Hedging Activities, and Investments in Securities, and SAS 
No. 94, The Effect o f Information Technology on the Auditors Con­
sideration o f Internal Control in a Financial Statement Audit 
(AICPA, Professional Standards, vol. 1, AU sec. 319).
Conforming changes are also planned for the issuance of GASB 
Statement No. 34, Basic Financial Statements— and Management’s 
Discussion and Analysis—for State and Local Governments, and re­
lated pronouncements. Because of the phased in effective dates of 
GASB Statement No. 34, conforming changes planned do not 
modify the chapters and illustrative financial statements for a 
governmental hospital authority in Appendix A to the Guide. A 
new appendix is planned for the Guide that would provide guid­
ance on the requirements of GASB Statement No. 34 and related 
pronouncements concerning governmental health care entities 
that are included in the scope of the Guide.
Auditor Association With Municipal Securities Disclosure Documents
The new Audit and Accounting Guide Audits o f State and Local 
Governments (GASB 3 4  Edition) expands its discussion about sit­
uations in which an auditor becomes associated with an official 
statement or other offering document for the issuance of munici­
pal securities and, thus, when the auditor should refer to SAS No. 
8, Other Information in Documents Containing Audited Financial 
Statements (AICPA, Professional Standards, vol. 1, AU sec. 550).
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(See further discussion about the new Guide, “Audit and Ac­
counting Guide Audits o f State and Local Governments (GASB 34  
Edition),” in the “New Auditing and Attestation Pronounce­
ments, Quality Control, and Other Guidance” section of this 
Alert.) Paragraph 16.06 in this Guide states that the auditor be­
comes associated with the official statement in any of the follow­
ing situations:
• Assisting in preparing the financial information included 
in the official statement.
• Reviewing a draft o f the official statement at the govern­
ment’s request.
• Manually signing the independent auditor’s report in­
cluded in the official statement.
• Providing a revised independent auditor’s report for inclu­
sion in a specific official statement.
• Issuing a comfort letter, the letter described in SAS No. 72, 
Letters to Underwriters and Certain Other Requesting Parties 
(AICPA, Professional Standards, vol. 1, AU sec. 634.09), as 
amended, or an attestation engagement report in lieu of a 
comfort or similar letter on information included in the 
official statement.
• Providing written agreement for the use of the indepen­
dent auditor’s report in the official statement.
• Issuing a report on an attestation engagement relating to 
the debt offering (the new Guide includes a discussion on 
attestation engagements related to the issuance of munici­
pal securities in paragraph 16.20).
Additional information about these seven situations is included in 
the new Guide. As discussed in paragraphs 16.07 and 16.10 of the 
Guide, if the auditor is associated with an official statement the 
guidance in SAS No. 8 provides that the auditor has no obligation 
to perform any procedures to corroborate other information con­
tained in those documents. However, the auditor should read the 
other information and consider whether that information, or the
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manner of its presentation, is materially inconsistent with infor­
mation, or the manner of its presentation, appearing in the finan­
cial statements. SAS No. 8 (AU sec. 550.04—.06) provides 
guidance if the auditor concludes there is a material inconsistency 
or a material misstatement of fact that is not a material inconsis­
tency. Although an auditor is not required to become associated 
with a government’s official statements except in the situations de­
scribed in paragraph 16.06 of the Guide, some auditors include a 
provision in the engagement letter requiring the government to 
obtain permission from the auditor before using the independent 
auditor’s report in the official statement. Such a provision estab­
lishes a requirement that the auditor become associated with the 
government’s official statements when the government requests 
the required permission from the auditor.
In a November 1994 amendment to rule 15c2-12, the SEC re­
quired municipal securities dealers to contract with issuers of mu­
nicipal bonds for them to provide continuing disclosures at certain 
times for the life o f the bond issue. (See the related discussion 
“Municipal Securities Disclosures” in the “New Accounting Pro­
nouncements and Other Guidance” section of this Alert). Contin­
uing disclosure, or secondary market disclosure requirements, are 
made by issuers providing to nationally recognized municipal 
securities information repositories and state information reposito­
ries annual continuing disclosure documents and material events 
notices. Material events notices are required for 11 specific events, 
such as principal and interest payment delinquencies and non­
payment-related defaults. Material event notices are provided 
through a press release or other written notification on an “as 
needed” basis and do not involve financial statements.
Paragraph 16.09 in the new Audit and Accounting Guide Audits 
o f State and Local Governments (GASB 34  Edition) states that the 
auditor is not required to participate in, or undertake any proce­
dures with respect to a government’s continuing disclosure docu­
ments, even though they may include audited financial 
statements. A government’s continuing disclosures are not re­
quired to be submitted to or disseminated from the distributing 
organizations as a single document. Thus, an auditor’s association
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with other information encompassed by such disclosures cannot 
be clearly established. Therefore, the provisions of SAS No. 8 do 
not apply to documents that contain those disclosures. Any atten­
tion the auditor devotes to other information included with au­
dited financial statements in continuing disclosure documents at 
the government’s request should be considered a consulting en­
gagement under the provisions of the AICPA Statement on Stan­
dards for Consulting Services No. 1, Consulting Services: Definitions 
and Standards (AICPA, Professional Standards, vol. 2, CS sec. 100). 
(See further discussion about the new Guide in “Audit and Ac­
counting Guide Audits o f State and Local Governments (GASB 34  
Edition)” in the “New Auditing and Attestation Pronouncements, 
Quality Control, and Other Guidance” section of this Alert.)
New Auditing and Attestation Pronouncements, Quality 
Control, and Other Guidance
Presented below is a list of auditing and attestation pronounce­
ments, guides, and other guidance issued since the writing of last 
year’s Alert. The AICPA general Audit Risk Alert— 2002/03  
(product no. 022333kk) contains a summary explanation of all 
these issuances. For information on auditing and attestation stan­
dards issued subsequent to the writing o f this Alert, please refer to 
the AICPA Web site at www.aicpa.org/members/div/auditstd/ 
technic.htm. You may also look for announcements of newly is­
sued standards in the CPA Letter, the Journal o f Accountancy, and 
the quarterly electronic newsletter, In Our Opinion, issued by the 
AICPA Auditing Standards Team and available at www.aicpa.org.
SA S N o . 9 7  Am endm ent to Statement on A uditing Standards No. 50,
R eports on  the A pp lication  o f  A ccoun tin g  Principles 
Issu ed  in Ju n e  2 0 0 2 . T h is SA S is effective for w ritten  reports 
issued  or oral advice provided  on  or after Ju n e  3 0 , 2 0 0 2 . 
Earlier app lication  is perm itted .
SA S N o . 98  Omnibus Statement on A uditing Standards— 2 0 0 2
Issued in Sep tem ber 2 0 0 2 . T h is  SA S am ends a n um ber o f  
SA Ss. T h e  effective dates vary for the am endm en ts.
(continued)
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SA S N o . 99
SA S N o . 100
S O P  02-1
Statem ent on 
Standards for 
A ttestation  
E n gagem en ts 
(SSA E ) N o. 11
S S A E  N o . 12
A u d it and 
A ccou n tin g  G u id e
A u d it G u id e  
A udit
Interpretations 
o f  SA S N o . 70 , 
Service
Organizations
Consideration o f  Fraud in a Financial Statement A u d it 
Issued in O ctob er 2 0 0 2 . T h is SA S is effective for aud its o f  
financial statem ents for periods b eg in n in g  on  or after 
D ecem ber 15, 2 0 0 2 . Early  app lication  o f  the provisions o f  
SA S N o . 99  is perm issible.
Interim Financial Information
Issued in N ovem ber 2 0 0 2 . T h is SA S is effective for interim  
periods within fiscal years beginning after D ecem ber 15, 2002 . 
Early  app lication  o f  the provisions o f  the SA S is perm itted .
Performing Agreed-Upon Procedures Engagements That Address 
Annual Claims Prompt Payment Reports as Required by the 
N ew  Jersey Administrative Code
Issued in M ay  2 0 0 2 . T h is  S O P  is effective u pon  issuance 
and is applicable only to agreed-upon procedures engagem ents 
that report on ann ual claim s p rom p t paym en t reports as 
required by the N ew  Jersey  A dm in istrative C ode .
Attest Documentation
Issued in Jan u ary  2 0 0 2 . T h is S S A E  is effective for attest 
engagem ents w hen the su b ject m atter or assertion  is as o f  or 
for a period  en din g on  or after D ecem ber 15, 2 0 0 2 . Earlier 
app lication  is perm itted .
Amendment to Statement on Standards for Attestation Engagements 
No. 10, A ttestation  Standards: R evision  and R ecod ification  
Issu ed  in Septem ber 2 0 0 2 . T h is  S S A E  is effective u pon  
issuance.
Audits o f  State and Local Governments (GASB 3 4  Edition) 
Issued Sep tem ber 2 0 0 2 . T h e  new  G u id e  is effective for 
aud its o f  a state or local govern m ent’s financial statem ents 
for the first fiscal period  en din g after Ju n e  15, 2 0 0 3 , in 
w hich the governm ent does app ly  or is required to app ly  the 
provisions o f  G A S B  Statem ent N o . 34 , Basic Financial 
Statements— and Managements Discussion and Analysis—  
for State and Local Governments, or G A S B  Statem ent N o. 35 , 
Basic Financial Statements— an d  Management’s Discussion 
and Analysis—fo r Public Colleges and Universities.
Service Organizations: Applying SAS No. 70, as Am ended  
N ew  ed ition  as o f  A pril 15, 2 0 0 2 .
Interpretation N o. 4, “Responsibilities o f  Service Organizations 
an d  Service A uditors W ith  R espect to Forw ard-Look in g In­
form ation in a Service O rgan izations D escription  o f  C ontro ls” 
Interpretation N o. 5, “Statem ents A bout the R isk o f  Projecting 
Evaluations o f  the Effectiveness o f  C ontro ls to Future Periods” 
In terpretation  N o . 6 , “ R espon sib ilities o f  Service O rgan iza­
tions an d  Service A ud itors W ith  R espect to Su bsequen t
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A udit
In terpretations o f  
SA S N o . 58 , 
Reports on A udited  
Financial Statements
A udit
In terpretation  
o f  SA S N o . 1, 
Codification o f  
A uditing Standards 
and Procedures,
A U  section  4 2 0 , 
“C on sisten cy  o f  
A pp lication  o f  
G enerally  A ccepted  
A ccoun tin g  
Principles”
Related-Party
T oolkit
Practice A lert 
02-1
Practice A lert 
02-2
Practice A lert 
02-3
Events in a Service A u d itor’s E n gagem en t”7 
Published in the February  2 0 0 2  Journal o f  Accountancy. 
A u d it interpretations are effective u pon  pub lication  in the 
Journal o f  Accountancy.
In terpretation  N o . 14, “ R eportin g  on  A udits C on d u cted  
in A ccordance W ith  A u d itin g  Standards G enerally  A ccepted 
in the U n ited  States o f  A m erica an d  in A ccordance W ith  
In ternational Standards on A u d itin g”
Published in the M arch  2 0 0 2  Journal o f  Accountancy. 
In terpretation  N o . 15, “ R eportin g  as Successor A ud itor 
W hen  Prior-Period A ud ited  Financial Statem ents W ere 
Audited by a Predecessor Auditor W ho H as C eased O perations” 
Published in the N ovem ber 2 0 0 2  Journal o f  Accountancy. 
A u d it interpretations are effective u pon  publication  in the 
Journal o f  Accountancy.
In terpretation  N o . 12, “T h e  Effect on  the A u d itor’s R eport 
o f  an En tity ’s A d op tio n  o f  a N ew  A ccou n tin g  Stan dard  T h a t 
D oes N o t  Require the E n tity  to D isclose the Effect o f  the 
C h an ge in the Year o f  A dop tion ”
Published in A pril 2 0 0 2  Journal o f  Accountancy. A ud it 
interpretations are effective u pon  pub lication  in the 
Journal o f  Accountancy.
Accounting and A uditing fo r Related Parties and Related Party 
Transactions: A  Toolkit fo r  Accountants and Auditors
Communications with the Securities and Exchange Commission
Use o f  Specialists
Reauditing Financial Statements
( continued)
7. SAS No. 98, Omnibus Statement on Auditing Standards—2002, among other mat­
ters, amends SAS No. 70, Service Organizations (AICPA, Professional Standards, vol. 
1, AU sec. 324). The amendment revises the guidance in Interpretation No. 6, “Re­
sponsibilities of Service Organizations and Service Auditors With Respect to Subse­
quent Events in a Service Auditor’s Engagement” o f SAS No. 70, rescinds 
Interpretation No. 6, and brings the guidance from Interpretation No. 6 into SAS 
No. 70. This amendment is effective for reports issued on or after January 1, 2003.
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Statem ent on 
Q u ality  C on tro l 
Standards N o . 6
Practice A id  
Practice A id  
Practice A id
B ook let
Amendm ent to Statement on Quality Control Standards No. 2, 
System  o f  Q u ality  C on tro l for a C P A  F irm 's A ccoun tin g  and 
A u d itin g  Practice
Fraud Detection in a GAAS A u dit— S A S  No. 9 9  
Implementation Guide
N ew  Standards, N ew  Services: Implementing Attestation 
Standards
Assessing the Effect on a Firm's System o f  Quality Control Due 
to a Significant Increase in N ew Clients and/or Experienced 
Personnel
Understanding Audits and the A uditor’s Report: A  Guide for 
Financial Statement Users
O f the pronouncements, guides, and other guidance listed above, 
those having particular significance to the health care industry are 
briefly explained below. These summaries are for informational 
purposes only and should not be relied upon as a substitute for a 
complete reading of the applicable standard. To obtain copies of 
AICPA standards and guides, contact the Member Satisfaction 
Center at (888) 777-7077 or go online at www.cpa2biz.com.
Auditing Standards
SAS No. 98, Omnibus Statement on Auditing Standards—2002
Footnote 7 in this Alert discusses the amendment o f SAS No. 70 
by SAS No. 98. SAS No. 98 also amends a number of other ac­
counting standards. Three of the amendments are discussed here:
• SAS No. 29, Reporting on Information Accompanying the 
Basic Financial Statements in Auditor-Subm itted Docu­
ments (AICPA, Professional Standards, vol. 1, AU sec. 
551.12 and .15). SAS No. 98 amends SAS No. 29 to clar­
ify the reporting guidance with respect to required supple­
mentary information presented in an auditor-submitted 
document. SAS No. 29, as amended by SAS No. 98, states 
that when supplementary information required by GAAP 
is presented outside the basic financial statements in an 
auditor-submitted document, the auditor should (a) ex­
press an opinion on the information if  the auditor has 
been engaged to examine the information, (b) report on
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the information using the guidance in AU sections 551.12 
and 551.14, provided such information has been sub­
jected to the auditing procedures applied in the audit o f 
the basic financial statements, or (c) disclaim an opinion 
on the information. This amendment was effective upon 
issuance of SAS No. 98.
• SAS No. 8, Other Information in Documents Containing 
Audited Financial Statements (AICPA, Professional Stan­
dards, vol. 1, AU sec. 550.07). The amendment clarifies 
that an auditor may issue a report providing an opinion, in 
relation to the basic financial statements taken as a whole, 
on other information that has been subjected to the audit­
ing procedures applied in the audit o f those basic financial 
statements. This amendment was effective upon issuance 
of SAS No. 98.
• SAS No. 52, Required Supplementary Information (AICPA, 
Professional Standards, vol. 1, AU sec. 558.08 and .10). The 
amendments to SAS No. 52 clarify that an auditor may issue 
a report providing an opinion, in relation to the basic finan­
cial statements taken as a whole, on supplementary informa­
tion that has been subjected to the auditing procedures 
applied in the audit of those basic financial statements. This 
amendment was effective upon issuance of SAS No. 98.
Audit and Accounting Guides— Industry Guides and General Guides
Audit and Accounting Guide Audits o f State and Local 
Governments (GASB 34  Edition)
The AICPA issued a new Audit and Accounting Guide Audits o f 
State and Local Governments (GASB 3 4  Edition) (product no. 
012662kk). Even though the AICPA has issued this new Guide, 
it has also retained and continued to conform the 1994 edition of 
the Guide Audits o f State and Local Governmental Units (Non- 
GASB-34 Edition) as well (product no. 012562kk). The most sig­
nificant issue addressed in the new Guide is materiality 
determinations for purposes of planning, performing, evaluating 
the results of, and reporting on the audit of financial statements.
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The scope of the new Guide applies to all state and local govern­
mental entities, including hospitals and other health care 
providers, even though the audits o f those entities may also be 
subject to the guidance in the Audit and Accounting Guide 
Health Care Organizations. Therefore, the new Guide requires au­
ditors o f those governmental health care organizations that are in­
cluded in the scope of the Audit and Accounting Guide Health 
Care Organizations to also consult the new Audit and Accounting 
Guide Audits o f State and Local Governments (GASB 3 4  Edition). 
Paragraphs 1.21 and 12.13 of the new Guide explain how audi­
tors should use the auditing guidance in both o f the Guides that 
apply to those entities.
General Audit and Accounting Guide Service Organizations: 
Applying SAS No. 70, as Amended
Health care organizations may use service organizations, such as 
bank trust departments, service centers, billing entities, or em­
ployee benefit plan administrators. SAS No. 70, Service Organi­
zations (AICPA, Professional Standards, vol. 1, AU sec. 324), as 
amended, provides guidance on the factors an independent audi­
tor should consider when auditing the financial statements of an 
entity that uses a service organization to process certain transac­
tions, as well as guidance for independent auditors who issue re­
ports on the processing of transactions by service organizations 
for use by other auditors.
The Audit Guide Service Organizations: Applying SAS No. 70, as 
Amended (new edition as o f April 15, 2002) (product no. 
012772kk) assists auditors in applying GAAS in audits of finan­
cial statements of entities that use service organizations, and in ser­
vice auditors’ engagements. Chapter 1 of this Audit Guide, “Audit 
Considerations for an Entity That Uses a Service Organization,” 
identifies the information a user auditor may need about the pro­
cessing performed by a service organization for a user organiza­
tion, and also describes how a user auditor obtains that 
information. Other chapters in the Guide include discussions 
about the form and content o f service auditors’ reports, and guid­
ance to user auditors on using a service auditor’s report on controls
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placed in operation (type 1 report) and a service auditor’s report 
on controls placed in operation and tests of operating effectiveness 
(type 2 report), among other matters. Also, AU section 324 is re­
produced as Appendix F to this Audit Guide, and AU section 
9324: Service Organizations: Auditing Interpretations o f Section 324  
is reproduced in Appendix G to this Audit Guide. Appendix G 
also includes the three new interpretations of SAS No. 70 listed 
earlier in this section of the Alert.
New Accounting Pronouncements and Other Guidance
AICPA and FASB Pronouncements
Presented below is a list of accounting pronouncements and other 
guidance issued since the writing of last year’s Alert. The AICPA 
general Audit Risk Alert—2002/03 (product no. 022333kk) con­
tains a summary explanation of all these issuances. These sum­
maries are for informational purposes only and should not be 
relied upon as a substitute for a complete reading of the applicable 
standard. For information on accounting standards issued subse­
quent to the writing of this Alert, please refer to the AICPA Web 
site, www.aicpa.org, and the FASB Web site, www.fasb.org. You 
may also look for announcements of newly issued standards in the 
CPA Letter and the Journal o f Accountancy.
FA SB  Statem ent N o . 145 Rescission o f  FASB Statements No. 4, 44, 64,
Amendm ent o f  FASB Statement No. 13, and  
Technical Corrections
Issued  in A pril 2 0 0 2 . T h e  provisions o f  this State­
m ent related to the rescission o f  F A SB  Statem ent 
N o. 4, Reporting Gains and Losses from Extinguishment 
o f  Debt, shall be app lied  in fiscal years begin n ing 
after M ay  15, 2 0 0 2 , w ith  early app lication  en cour­
aged. T h e  provisions o f  paragraphs 8 and 9(c) o f  
this Statem ent related to FA SB  Statem ent N o . 13, 
Accounting for Leases, are effective for transactions 
occurring after M ay 15, 2 0 0 2 , w ith early application  
encouraged. A ll other provisions o f  this S tatem ent 
are effective for financial statem ents issued on  or after 
M ay  15, 2 0 0 2 , w ith early app lication  encouraged.
(continued)
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FA SB  Statem ent N o . 146
FA SB  Statem ent N o . 147
FA SB  In terpretation  
N o . 45
S O P  01-6
A u d it and 
A ccoun tin g  G u id e
Technical Practice A ids 
Q u estion s an d  Answ ers
Accounting fo r Costs Associated With E xit or Disposal 
Activities
Issued in Ju n e  2 0 0 2 . T h e  provisions o f  this State­
m ent are effective for exit or disposal activities 
initiated after D ecem ber 31 , 200 2 . Early application 
is encouraged.
Acquisitions o f  Certain Financial Institutions 
Issued in O ctob er 2 0 0 2 . See paragraph  7 o f  this 
Statem ent for effective date in form ation .
Guarantor’s Accounting and Disclosure Requirements 
fo r  Guarantees, Including Indirect Guarantees o f  
Indebtedness o f  Others
Issued in N ovem ber 2 0 0 2 . T h e  initial recogn ition  
and initial m easurem ent provisions app ly  on  a p ro­
spective basis to guarantees issued or m odified  after 
D ecem ber 31 , 2 0 0 2 , regardless o f  the gu aran tor's 
fiscal year end. T h e  d isclosure requirem ents in the 
In terpretation  are effective for financial statem ents 
o f  interim  or ann ual periods en din g after 
D ecem ber 15, 2 0 0 2 .
Accounting by Certain Entities (Including Entities 
With Trade Receivables) That Lend to or Finance the 
Activities o f  Others
Issued in D ecem ber 2 0 0 1 . C h an ges in accoun tin g 
and financial reporting required by this S O P  should 
be applied prospectively and are effective for annual 
and interim  financial statem en ts issued  for fiscal 
years beg in n in g  after D ecem ber 15, 2 0 0 1 , w ith 
certain  exceptions. Early  app lication  is encouraged.
Audits o f  State and Local Governments ( GASB 3 4  
Edition)
See the “N ew  A ud iting and A ttestation  Pronounce­
m ents, quality  C on tro l, an d  O th er G u id an ce” 
section  o f  this A lert for m ore in form ation .
Software Revenue Recognition
FASB Statement No. 87, Em ployers’ A ccoun tin g  for 
Pensions
FASB Statement No. 141, Business Combinations, and FASB 
Statement No. 142, Goodwill and Other Intangible Assets
FASB Statement No. 141, Business Combinations, addresses fi­
nancial accounting and reporting for business combinations. 
FASB Statement No. 141, however, does not apply to certain
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business combinations, including a business combination involv­
ing two or more not-for-profit organizations, or the acquisition 
of a for-profit business by a not-for-profit organization.
The provisions o f FASB Statement No. 141 and FASB State­
ment No. 142, Goodwill and Other Intangible Assets, should not 
be applied to goodwill and intangible assets arising from a 
combination between two or more not-for-profit organizations 
or acquired in the acquisition of a for-profit business entity by 
a not-for-profit organization until the FASB completes its pro­
ject on those types o f combinations and acquisitions. Thus, the 
guidance in APB Opinion No. 16, Business Combinations, and 
APB Opinion No. 17, Intangible Assets, remains in effect for 
such assets. In addition, when applying APB Opinion Nos. 16 
and 17, not-for-profit organizations should continue to apply 
the amendments to those Opinions found in other literature 
even though that other literature may have been superseded by 
FASB Statement Nos. 141, 142, and 144, Accounting for the 
Impairment or Disposal o f Long-Lived Assets. For example, when 
applying APB Opinion No. 17, not-for-profit organizations 
should continue to apply the amendments to that Opinion found 
in FASB Statement No. 121, Accounting for the Impairment o f 
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of, even 
though that Statement was superseded by FASB Statement No. 
144. Readers should be alert to the issuance of a final standard on 
combinations of not-for-profit organizations. See the related dis­
cussion “Combinations of Not-for-Profit Organizations” in the 
“On the Horizon” section of this Alert.
Elimination of the Temporary Control Exception to Consolidation
FASB Statement No. 144, among other matters, amends Ac­
counting Research Bulletin No. 51, Consolidated Financial State­
ments, to eliminate the exception to consolidation for a subsidiary 
for which control is likely to be temporary. AICPA staff and 
FASB staff are currently considering the guidance in paragraphs 
11.10 through 11.12 and paragraph 11.36 in the Audit and Ac­
counting Guide Health Care Organizations in light of the elimi­
nation of the temporary control exception.
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Securities Lending Transactions
Health care organizations that make use o f securities lending 
agreements may not have appropriately accounted for these 
agreements. Paragraphs 91 through 95 in Appendix A o f FASB 
Statement No. 140, Accounting for Transfers and Servicing o f F i­
nancial Assets and Extinguishments o f Liabilities, provide imple­
mentation guidance for securities lending transactions. FASB 
Statement No. 140 applies not only to financial institutions, but 
to entities in other industries as well, including the health care in­
dustry. FASB Statement No. 140 does not exempt not-for-profit 
organizations from its scope.
GASB Pronouncements and Other Accounting Guidance for 
Governmental Health Care Organizations
One statement was issued by the GASB since the writing of last 
year’s Alert. A brief summary o f that statement follows, along 
with a discussion about implementation guidance for GASB 
Statement No. 34. For information on GASB accounting stan­
dards, including any standards that may be issued subsequent to 
the writing o f this Alert, please refer to the GASB Web site, 
www.gasb.org.
GASB Statement No. 39, Determining Whether Certain 
Organizations Are Component Units, an amendment of 
GASB Statement No. 14
The GASB issued GASB Statement No. 39 in May 2002. 
GASB Statement No. 39 amends GASB Statement No. 14, The 
Financial Reporting Entity, to provide additional guidance to 
determine whether certain organizations, such as not-for-profit 
foundations, for which the primary government is not finan­
cially accountable, should be reported as component units 
based on the nature and significance of their relationship with 
the primary government.
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Organizations that are legally separate, tax-exempt entities and 
that meet all of the following criteria should be discretely pre­
sented as component units:8
• The economic resources received or held by the separate 
organization are entirely or almost entirely for the direct 
benefit o f the primary government, its component units, 
or its constituents.
• The primary government, or its component units, is enti­
tled to, or has the ability to otherwise access, a majority 
o f the economic resources received or held by the separate 
organization.
• The economic resources received or held by an individual 
organization that the specific primary government, or its 
component units, is entitled to, or has the ability to other­
wise access, are significant to that primary government.
This Statement continues the requirement in GASB Statement No. 
14 to apply professional judgment to determine whether the rela­
tionship between a primary government and other organizations for 
which the primary government is not financially accountable, and 
that do not meet the criteria in GASB Statement No. 39, is such 
that exclusion of the organization would make the reporting entity’s 
financial statements misleading or incomplete. Those component 
units should be reported based on the existing blending and discrete 
presentation display requirements of GASB Statement No. 14.
The provisions of GASB Statement No. 39 are effective for finan­
cial statements for periods beginning after June 15, 2003. Earlier 
application is encouraged.
Appendix C of GASB Statement No. 39 provides nonauthoritative 
illustrative examples intended to illustrate how the criteria in para­
graph 5 of the Statement would be applied in several hypothetical 
situations. Illustrative Example 7 discusses a hospital foundation.
8. These criteria are discussed in paragraph 5 of Governmental Accounting Standards 
Board (GASB) Statement No. 39, Determining Whether Certain Organizations Are 
Component Units. See the GASB Web site, www.gasb.org, for information regarding 
the error correction of paragraph 5.
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GASB Statement No. 34 Implementation Guidance
The GASB Web site, www.gasb.org, has an area devoted to the im­
plementation of GASB Statement No. 34. Also, the GASB staff is­
sued a question and answer book in December 2001, Guide to 
Implementation o f GASB Statement 34  and Related Pronouncements.
See the related discussion “2002 Audit and Accounting Guide 
Health Care Organizations” in the “Audit Issues and Developments” 
section of this Alert about the 2002 conforming changes resulting 
from the issuance o f GASB Statement No. 34 and related pro­
nouncements. Also, for information about a new edition of an in­
dustry audit guide for state and local governments that reflects the 
guidance in GASB Statement No. 34, see the discussion “Audit and 
Accounting Guide Audits o f State and Local Governments (GASB 34  
Edition)” in the “New Auditing and Attestation Pronouncements, 
Quality Control, and Other Guidance” section of this Alert.
In addition, the AICPA has issued a revised edition of its nonau­
thoritative question-and-answer booklet on GASB Statement No. 
34, Understanding and Implementing GASB's New Financial Report­
ing Model: A Question and Answer Guide for Preparers and Auditors o f 
State and Local Governmental Financial Statements (product no. 
022516kk). The booklet provides a complete, yet uncomplicated, 
explanation of the standards for the new financial reporting model.
Technical Practice Aids9
Accounting for Computer Systems Costs Incurred in 
Connection With the Health Insurance Portability and 
Accountability Act of 1996
The AICPA Accounting Standards staff, helped by industry experts, 
released the following question and answer (Q&A), commonly 
referred to as Technical Practice Aid (TPA), on accounting for com­
puter systems costs incurred in connection with the HIPAA.
9. Section 6400 in the “Technical Questions and Answers” section of Technical Practice 
Aids includes questions and answers (Q&A) specifically pertaining to health care or­
ganizations. The Q&A are nonauthoritative, and are based on selected practice mat­
ters identified by the staff of the AICPA Technical Hotline and various other bodies 
within the AICPA. As of the writing of this Alert, the Q&A discussed in this section 
of the Alert is also available on the AICPA Web site at www.aicpa.org.
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Inquiry—The Health Insurance Portability and Accountability 
Act o f 1996 (HIPAA) was enacted by the federal government 
with the intent to assure health insurance portability, improve the 
efficiency and effectiveness o f the health care system, reduce 
health care fraud and abuse, help ensure security and privacy of 
health information, and enforce standards for transacting health 
information. HIPAA addresses issues o f security and confiden­
tiality in the transfer of electronic patient information and facili­
tates the reduction of administrative costs by standardizing health 
care electronic transactions. How should health care organiza­
tions account for computer systems costs incurred in connection 
with HIPAA?
Reply— Costs associated with upgrading and improving com­
puter systems to comply with HIPAA should follow the guid­
ance set forth in SOP 98-1, Accounting for the Costs o f Computer 
Software Developed or Obtained for Internal Use. The accounting 
for specific compliance costs depends on whether the costs re­
late to “upgrades and enhancements” or maintenance. The fol­
lowing summarizes the financial reporting requirements for 
each type of cost:
U pgrades a n d  enhancem en ts  are  d e f in e d  in  S O P  9 8 -1  as “m o d ­
ific a t io n s  to  e n a b le  th e  so ftw a re  to  p e r fo r m  ta sk s  th a t  it  w a s  p re ­
v io u s ly  in c a p a b le  o f  p e r f o r m in g .” In  o r d e r  fo r  u p g r a d e s  a n d  
e n h a n c e m e n t s  to  in te r n a l- u s e  so f tw a r e  to  b e  c a p it a l iz e d , “ it  
m u s t  b e  p r o b a b le  th a t  th o se  e x p e n d itu r e s  w ill re su lt  in  a d d i­
t io n a l  fu n c t io n a lity .”  F o r  e x a m p le , i f  th e  c h a n g e s  in c re a se  th e  
se c u r ity  o f  th e  d a ta  fro m  ta m p e r in g  o r  a lte ra tio n  o r  re d u c e  th e  
a b il ity  o f  u n a u th o r iz e d  p e r so n s  to  g a in  acc e ss to  th e  d a ta , th o se  
c h a n g e s  w o u ld  b e  ta sk s th a t  th e  so ftw are  p re v io u s ly  c o u ld  n o t  
p e r fo r m  a n d  th e  a s so c ia te d  q u a lify in g  c o s t s  o f  a p p l ic a t io n  d e ­
v e lo p m e n t  sta g e  a c tiv itie s  sh o u ld  b e  c a p ita liz e d . C o n v e rse ly , i f  
th e  c h a n g e s  m e re ly  re c o n fig u re  e x is t in g  d a ta  to  c o n fo r m  to  th e  
H I P A A  s t a n d a r d  o r  r e g u la t o r y  r e q u ir e m e n t s ,  s u c h  c h a n g e s  
w o u ld  n o t  re su lt in  th e  c a p a b il ity  to  p e r fo r m  o f  a d d it io n a l  ta sk s 
a n d  th e  a s s o c ia te d  c o s t s  th e re w ith  s h o u ld  b e  e x p e n se d  a s  in ­
cu rre d . B e c a u se  m a n y  o f  th e  c o sts  a sso c ia te d  w ith  H IP A A  re late  
to  c o m p lia n c e  w ith  th e  A c t  a n d  d o  n o t  r e su lt  in  “a d d it io n a l  
fu n c t io n a lity ” , th o se  c o sts  sh o u ld  b e  e x p e n se d  as in c u rre d .
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Maintenance costs s h o u ld  b e  e x p e n se d  a s  in c u r r e d . T r a in in g  
c o sts  a n d  d a ta  c o n v e rs io n  c o sts , e x c e p t  fo r  c o sts  to  d e v e lo p  o r  
o b ta in  so ftw a re  th a t  a llo w s fo r  acc e ss  o r  c o n v e rs io n  o f  o ld  d a ta  
b y  n e w  sy s te m s , sh o u ld  a lso  b e  e x p e n se d  as in c u rre d .
Reporting the Costs of Soliciting Contributed Services
The Accounting Standards Executive Committee (AcSEC) devel­
oped a prospectus for a proposed SOP to address questions that 
arose about reporting costs of soliciting contributed services that 
do not meet the recognition criteria for contributions in FASB 
Statement No. 116, Accounting for Contributions Received and  
Contributions Made. At its March 27, 2002, meeting, the FASB 
objected to AcSEC’s undertaking a project to address this issue. 
The FASB believes a project is not necessary to clarify the existing 
GAAP that addresses this issue. The FASB believes that para­
graphs 26 through 28 o f FASB Statement No. 117, Financial 
Statements o f Not-for-Profit Organizations, require that informa­
tion about expenses be reported by functional classification and 
that fund-raising activities include soliciting contributions of ser­
vices from individuals, regardless o f whether those services meet 
the recognition criteria for contributions in FASB Statement No. 
116. The FASB also observed that the definition of  fund-raising 
activities in paragraph 13.35 o f the Audit and Accounting Guide 
Not-for-Profit Organizations conforms to paragraphs 26 through 
28 of FASB Statement No. 117 and provides that costs o f solicit­
ing donors to contribute services (time) should be reported as 
fund-raising activities regardless o f whether those services meet 
the recognition criteria for contributions in FASB Statement No. 
116. (The FASB observed that that conclusion is also articulated 
in the March 2000 AICPA Technical Practice Aid No. 6140.11, 
Costs o f Soliciting Contributed Services and Time That Do Not Meet 
the Recognition Criteria in FASB Statement No. 116.)10
10. The Q&A included in the “Technical Questions and Answers” section, commonly 
referred to as Technical Practice Aids, are nonauthoritative, and are based on se­
lected practice matters identified by the staff of the AICPA Technical Hotline and 
various other bodies within the AICPA.
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Embedded Derivatives: Application of FASB Statement No. 133, 
Accounting for Derivative Instruments and Hedging Activities, 
to a Not-for-Profit Organization’s Obligation Arising from a 
Split-Interest Agreement
In April 2002, the FASB’s Derivatives Implementation Group 
issued implementation guidance Issue No. B35, Embedded De­
rivatives: Application o f Statement 133 to a Not-for-Profit Orga­
nization's Obligation Arising from an Irrevocable Split-Interest 
Agreement. That implementation guidance supersedes certain 
guidance in Chapter 6, “Split-Interest Agreements,” o f the 
Audit and Accounting Guide Not-for-Profit Organizations re­
garding measurement o f the liability for unitrusts (split-interest 
agreements with variable payments) with either period-certain 
payments or period-certain-plus-life-contingent payments. 
Specifically, the implementation guidance requires that that lia­
bility be measured at fair value; thus, in circumstances in which 
the fair value is measured using present value calculations, the 
discount rate assumptions should be revised at each measure­
ment date to reflect current market conditions. A copy of the 
implementation guidance is included in the Audit and Ac­
counting Guide Not-for-Profit Organizations as Appendix B to 
Chapter 6, and can also be obtained on the FASB Web site, 
www.fasb.org. The effective date o f the implementation guid­
ance is the first day o f the first fiscal year beginning after June 
15, 2002 .
SEC Developments
Cautionary Advice Regarding the Use o f “Pro Forma” Financial 
Information in Earnings Releases
The SEC issued Financial Reporting Release (FRR) No. 59, Cau­
tionary Advice Regarding the Use o f “Pro Forma” Financial Infor­
mation in Earnings Releases (Release No. 33-8039), in December 
2001 to caution public companies on their use of pro forma fi­
nancial information and to alert investors to the potential dan­
gers of such information.
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Cautionary Advice Regarding Disclosure About Critical 
Accounting Policies
The SEC issued FRR No. 60, Cautionary Advice Regarding Dis­
closure About Critical Accounting Policies (Release No. 33-8040), 
in December 2001 to remind management, auditors, audit com­
mittees, and their advisers that were undertaking the preparation 
and filing of required annual reports of public companies that the 
selection and application of the company’s accounting policies 
must be appropriately reasoned. The Cautionary Advice encour­
aged public companies to include in Management’s Discussion 
and Analysis (M D&A) full explanations, in plain English, o f 
their “critical accounting policies,” the judgments and uncertain­
ties affecting the application of those policies, and the likelihood 
that materially different amounts would be reported under differ­
ent conditions or using different assumptions.
Commission Statement about Management's Discussion and 
Analysis o f Financial Condition and Results o f Operations
The SEC issued FRR No. 61, Commission Statement about M an­
agement's Discussion and Analysis o f Financial Condition and Re­
sults o f Operations (Release No. 33-8056), in January 2002 to set 
forth certain views of the SEC regarding disclosure that should be 
considered by registrants in M D& A o f financial condition and 
results o f operations while preparing 2001 annual reports. The 
Statement addresses disclosure matters concerning (1) liquidity 
and capital resources, including off-balance sheet arrangements, 
(2) certain trading activities that include non-exchange traded 
contracts accounted for at fair value, and (3) effects of transac­
tions with related and certain other parties.
Certification of Disclosure in Companies’ Quarterly and 
Annual Reports
In August 2002, the SEC adopted rules (see Release No. 33- 
8124) to implement the certification mandated by Section 302 of 
the Sarbanes-Oxley Act of 2002. The new rules require an issuer’s 
principal executive officer or officers and principal financial offi­
cer or officers, or persons performing similar functions, each to
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certify the financial and other information contained in the is­
suer’s quarterly and annual reports. The rules also require these 
officers to certify that they are responsible for establishing, main­
taining, and regularly evaluating the effectiveness o f the issuer’s 
internal controls; they have made certain disclosures to the is­
suer’s auditors and the audit committee of the board of directors 
about the issuer’s internal controls; and they have included infor­
mation in the issuer’s quarterly and annual reports about their 
evaluation and whether there have been significant changes in the 
issuer’s internal controls or in other factors that could signifi­
cantly affect internal controls subsequent to the evaluation. The 
SEC also adopted previously proposed rules that require issuers 
to maintain, and regularly evaluate the effectiveness of, disclosure 
controls and procedures designed to ensure that the information 
required in reports filed under the Securities Exchange Act of 
1934 is recorded, processed, summarized, and reported on a 
timely basis. Effective date: August 29, 2002.
See the related discussion “The Sarbanes-Oxley Act o f 2002” in 
the “Audit Issues and Developments” section of this Alert.
Municipal Securities Disclosures
As discussed in last year’s Alert, issuers o f municipal bonds, in­
cluding not-for-profit health care organizations that are conduit 
issuers of municipal bonds, are exempt from the registration and 
reporting requirements o f the federal securities laws. However, 
they are not exempt from the antifraud provisions of the federal 
securities laws, which forbid making misleading statements in, or 
omitting material facts from, disclosures made in official state­
ments and annual financial filings and other statements speaking 
to the market. Briefly, the antifraud provisions apply to a munic­
ipal issuer whenever it releases information to the public that is 
reasonably expected to reach investors and the trading markets. If 
a statement is made reaching markets or investors, the antifraud 
provisions apply, regardless of whether the statement is made on 
paper or delivered electronically. The SEC Interpretive Release 
Use o f Electronic Media provides interpretive guidance to corpo­
rate and municipal issuers on how securities fraud laws apply to
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such matters as the electronic delivery o f documents and elec­
tronic disclosures.
The principal sources of SEC guidance on the operation of the mu­
nicipal disclosure framework and application of the antifraud provi­
sions are (1) SEC releases, including the March 1994 SEC 
Interpretive Release No. 34-33741, Statement o f the Commission Re­
garding Disclosure Obligations o f Municipal Securities Issuers and Oth­
ers, and SEC Release No. 34-34961, Secondary Market Disclosure, an 
amendment to Rule 15c2-12 issued in November 1994; and (2) 
SEC enforcement actions in the municipal sector involving the an­
tifraud provisions. As of the writing of this Alert, there were no recent 
releases from the SEC relating to the municipal securities market.
For additional information on the SEC and municipal securities 
developments, see the SEC Web site, www.sec.gov. This site in­
cludes a page providing a shortcut to information on the SEC 
Web site for municipal issuers and other participants in the mu­
nicipal securities markets.
See a related discussion “Auditor Association With Municipal Se­
curities Disclosure Documents” in the “Audit Issues and Devel­
opments” section of this Alert.
National Federation of Municipal Analysts Recommended 
Best Practices
In October 2002, the National Federation of Municipal Analysts 
(NFMA) released “Recommended Best Practices in Disclosure for 
Long-Term Care/Senior Living Debt.” Specific recommendations 
for the long-term care/senior living sector are split into three dif­
ferent areas: continuing care retirement communities, assisted liv­
ing facilities, and skilled nursing facilities. The recommended best 
practices are available on the NFMA Web site, www.nfma.org.
On the Horizon
Auditors should keep abreast of auditing and accounting develop­
ments and upcoming guidance that may affect their engagements.
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The AICPA general Audit Risk Alert—2002/03  (product no. 
022333kk) summarizes some of the more significant ongoing pro­
jects and exposure drafts outstanding. Presented below is brief in­
formation about certain ongoing projects and exposure drafts that 
are especially relevant to the health care industry. Remember that 
exposure drafts are nonauthoritative and cannot be used as a basis 
for changing GAAP or GAAS.
The following table lists the various standard-setting bodies’ Web 
sites where information may be obtained on outstanding expo­
sure drafts, including downloading a copy of the exposure draft. 
These Web sites contain much more in-depth information about 
proposed standards and other projects in the pipeline. Many 
more accounting and auditing projects exist beyond those dis­
cussed below and in the general Audit Risk Alert—2002/03. 
Readers should refer to information provided by the various 
standard-setting bodies for further information.
Standard-Setting Body Web Site
A IC P A  A u d itin g  w w w .aicpa.org/m em bers/d iv /au d itstd /drafts.h tm
Standards B oard
A IC P A  A ccou n tin g  Stand- w w w .aicpa.org/m em bers/d iv /acctstd /edo/in dex .h tm  
ards Executive C om m ittee
Financial A ccoun tin g  w w w .fasb.org
Standards B oard
G overn m ental A ccou n tin g  w w w .gasb .org/tech /techpg.htm l 
Standards B oard
Professional Eth ics w w w .aicpa.org/m em bers/d iv /eth ics/in dex.h tm
Executive C om m ittee
Help Desk— T h e  A I C P A ’s s t a n d a r d - s e t t in g  c o m m it te e s  p u b ­
lish  e x p o su re  d r a ft s  o f  p r o p o s e d  p r o fe s s io n a l  s t a n d a r d s  e x c lu ­
siv e ly  o n  th e  A I C P A  W eb  site . T h e  A I C P A  w ill n o t ify  in te re ste d  
p a r t ie s  b y  e -m a il  a b o u t  n e w  e x p o su re  d r a ft s .  T o  h a v e  y o u r  e- 
m a il a d d re ss  p u t  o n  th e  n o t if ic a t io n  lis t  fo r  a ll A I C P A  e x p o su re  
d ra fts , se n d  y o u r  e -m a il a d d re ss  to  m e m s a t@ a ic p a .o r g . In d ic a te  
“ e x p o s u r e  d r a f t  e m a il  l i s t ” in  th e  s u b je c t  h e a d e r  f ie ld  to  h e lp  
p ro c e ss  th e  su b m iss io n  m o re  e ffic ien tly . In c lu d e  y o u r  fu ll n am e , 
m a i l in g  a d d re s s  a n d , i f  a v a ila b le , y o u r  m e m b e r sh ip  a n d  s u b ­
sc r ib e r  n u m b e r  in  th e  m e ssag e .
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Combinations of Not-for-Profit Organizations
In November 1999, the FASB affirmed its earlier decision to un­
dertake a project on combinations of not-for-profit organizations 
separate from its business combinations project. As a result of this 
decision, FASB Statement No. 141, Business Combinations, ex­
cludes combinations between two or more not-for-profit organi­
zations, and acquisitions o f a for-profit business entity by a 
not-for-profit organization from its scope. Also, FASB agreed to 
delay the effective date o f FASB Statement No. 142, Goodwill 
and Other Intangible Assets, as it applies to goodwill and other in­
tangible assets arising from combinations between not-for-profit 
organizations or acquired in the acquisition of a for-profit busi­
ness entity by a not-for-profit organization until the FASB com­
pletes its project on those types of combinations and acquisitions.
The scope of the project on combinations of not-for-profit orga­
nizations includes:
• Combinations between two or more not-for-profit organi­
zations.
• Acquisition of a for-profit business enterprise by a not-for- 
profit organization. The acquisition o f a not-for-profit or­
ganization by a business enterprise is within the scope of 
FASB Statement No. 141.
You can obtain additional information about the status o f this 
project on the FASB Web site, www.fasb.org. Also, see the related 
discussion “FASB Statement No. 141, Business Combinations, 
and FASB Statement No. 142, Goodwill and Other Intangible As­
sets'” in the “New Accounting Pronouncements and Other Guid­
ance” section of this Alert.
Exposure Draft on Accounting for Derivative Instruments and 
Hedging Activities by Not-for-Profit Health Care Organizations, 
and Clarification of the Performance Indicator
In June 2002, AcSEC released an exposure draft of a proposed 
SOP, Accounting for Derivative Instruments and Hedging Activities 
by Not-for-Profit Health Care Organizations, and Clarification of
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the Performance Indicator. The proposed SOP would amend the 
Audit and Accounting Guide Health Care Organizations to ad­
dress how nongovernmental not-for-profit health care organiza­
tions should report gains or losses on hedging and nonhedging 
derivative instruments under FASB Statement No. 133, Account­
ing for Derivative Instruments and Hedging Activities, as amended, 
and clarify certain matters with respect to the performance indi­
cator (earnings measure) reported by such organizations. Under 
the proposed SOP, not-for-profit health care organizations would 
exclude from the performance indicator the effective portion of 
changes in derivatives accounted for as cash flow hedges. The in­
effective portion of changes in the fair value of cash flow hedges, 
changes in the fair value o f derivative instruments that do not 
qualify for hedge accounting, and changes in the fair value of de­
rivatives that are fair value hedges would be included in the per­
formance indicator.
The proposed SOP would amend paragraphs 10.17 and 10.18 of 
the Audit and Accounting Guide Health Care Organizations. The 
amendments to the Guide clarify that the performance indicator 
reported by not-for-profit health care organizations is analogous 
to income from continuing operations of a for-profit enterprise.
The comment period for the exposure draft ended on August 13, 
2002. At its September 2002 meeting, AcSEC approved a final 
SOP, subject to the chair’s clearance and FASB clearance, that in­
cludes changes to the exposure draft provisions. The major 
changes to the exposure draft are to:
1. Encourage early adoption.
2. Not require pro-forma disclosure o f how the current year 
would have been reported if presented on a basis consistent 
with the prior years.
In November 2002, the FASB met with representatives o f 
AcSEC and discussed the clearance of a final SOP. The FASB did 
not object to the issuance of the final SOP, subject to certain 
changes being made. A final SOP is expected in the fourth quar­
ter o f 2002.
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Exposure Drafts on Accounting for Certain Costs and Activities 
Related to Property, Plant, and Equipment
AcSEC released an exposure draft of a proposed SOP, Accounting 
for Certain Costs and Activities Related to Property, Plant, and  
Equipment. The proposed SOP would apply to all nongovern­
mental entities, including not-for-profit organizations and regu­
lated entities. Among other matters, this proposed SOP would 
amend the Audit and Accounting Guide Health Care Organiza­
tions as follows:
• Replace the third sentence of paragraph 14.33 with the 
following:
H o w e v e r , c o s t s  o f  a c q u ir in g  in it ia l c o n t in u in g - c a re  c o n ­
tra c ts  th a t  are  w ith in  th e  sc o p e  o f  S O P  0 2 - X , A ccoun ting  
fo r  C erta in  Costs a n d  A c tiv itie s  R ela ted  to Property, P lan t, 
a n d  E qu ipm en t, sh o u ld  b e  e x p e n se d  o r  c a p ita liz e d  in  a c ­
c o rd a n c e  w ith  th a t  S O P .
• Delete the last sentence of paragraph 14.33.
• Replace footnote 2 to paragraph 14.33 with the following:
A lth o u g h  S O P  9 0 - 8 , F in an cia l A ccoun ting  a n d  R eporting  
by C o n tin u in g  C are R e tirem en t C o m m u n itie s , is  s u p e r ­
s e d e d  w ith  th e  i s s u a n c e  o f  th is  A u d i t  a n d  A c c o u n t in g  
G u id e , its  p ro v is io n s  h av e  b e e n  a d o p te d  in  th is  ch ap ter .
• Delete the second sentence o f the “Property and equip­
ment” paragraph of footnote 2 in the Sample Not-for- 
Profit Health Maintenance Organization illustrative 
financial statements.
Concurrent with the issuance of this exposure draft, the FASB is­
sued an exposure draft o f a proposed Statement o f Financial Ac­
counting Standards, Accounting in Interim and Annual Financial 
Statements for Certain Costs and Activities Related to Property, 
Plant, and Equipment.
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Potential Technical Practice Aids11
The AICPA is considering addressing issues related to FASB 
Statement No. 136, Transfers o f Assets to a Not-for-Profit Organi­
zation or Charitable Trust That Raises or Holds Contributions for 
Others, in a series o f Q&As, commonly referred to as TPAs. A 
number of these potential TPAs are health care specific.
Exposure Draft on Deposit and Investment Risk Disclosures
The GASB published an exposure draft of a proposed statement, 
Deposit and Investment Risk Disclosures, that would amend GASB 
Statement No. 3, Deposits with Financial Institutions, Investments 
(including Repurchase Agreements) and Reverse Repurchase Agree­
ments. Among the proposed statement’s requirements, financial 
statement disclosures would cover deposit and investment risks; 
credit risk disclosures would include credit quality information 
issued by rating agencies; interest rate disclosures would include 
investment maturity information; disclosures for investments 
highly sensitive to changes in interest rates would indicate basis 
for sensitivity; and deposit and investment policies related to dis­
closed risks would be disclosed.
New Framework for the Audit Process
The ASB has released an exposure draft of seven proposed SASs 
relating to the auditor’s risk assessment process. See the AICPA 
general Audit Risk Alert—2002/03 for a discussion of these pro­
posed SASs.
You should keep abreast of the status o f these projects and pro­
jected exposure drafts, inasmuch as they will substantially affect 
the audit process. More information can be obtained from the 
AICPA Web site at www.aicpa.org.
11. See footnote 9.
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Resource Central
Education courses, Web sites, publications, and other resources 
available to CPAs
On the Bookshelf
Checklist and Illustrative Financial Statements for Health 
Care Organizations
The Checklist and Illustrative Financial Statements for Health Care 
Organizations (product no. 008787kk) is a nonauthoritative fi­
nancial accounting and reporting practice aid for preparers or re­
viewers o f financial statements of health care organizations.
Audit and Accounting M anual
The Audit and Accounting M anual (product no. 005132kk) is a 
valuable nonauthoritative practice tool designed to provide assis­
tance for audit, review, and compilation engagements. It contains 
numerous practice aids, samples, and illustrations, including 
audit programs; auditors’ reports; checklists; and engagement let­
ters, management representation letters, and confirmation letters.
Understanding and Implementing GASB's New Financial 
Reporting Model: A Question and Answer Guide for Preparers 
and Auditors o f State and Local Governmental Financial 
Statements (Revised Edition)
The AICPA has issued a revised edition o f its nonauthoritative 
question-and-answer booklet on GASB Statement No. 34 (prod­
uct no. 022516kk). The booklet provides a complete, yet uncom­
plicated, explanation of the standards for the new financial 
reporting model.
Auditing Recipients o f Federal Awards: Practical Guidance for 
Applying OMB Circular A-133, Audits of States, Local 
Governments, and Non-Profit Organizations (Second Edition)
This Practice Aid (product no. 006607kk) provides comprehen­
sive guidance on applying OMB Circular A-133. The publication
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includes audit checklists and illustrative examples to help audi­
tors perform audits that comply with regulations.
Practice Aid Fraud Detection in a  GAAS Audit—SAS No. 99  
Implementation Guide
In connection with the issuance of SAS No. 99, Consideration o f 
Fraud in a Financial Statement Audit, the AICPA has developed a 
new Practice Aid (product no. 006613kk). The Practice Aid in­
cludes topics such as:
• How the new SAS changes audit practice
• Developing an implementation plan
• Audit issues in revenue recognition
• Inquiries o f entity personnel
• Practice aids such as:
-  Specialized industry fraud factors, including the health 
care industry
-  Common frauds, and extended audit procedures 
AICPA reSOURCE
AICPA reSOURCE Online is an electronic library that provides 
instant access to the AICPA's Professional Standards, Technical 
Practice Aids, current Audit and Accounting Guides, current 
Audit Risk Alerts, and Accounting Trends and Techniques. To sub­
scribe, go online at www.cpa2biz.com.
The AICPA also has a CD -RO M  product titled reSOURCE: 
AICPA's Accounting and Auditing Literature. This CD-ROM  also 
enables subscription access to the AICPA Professional Literature 
products in a Windows format.
Education Courses
The AICPA has developed a number o f CPE courses that are 
valuable to CPAs working in the health care industry, many of 
them available for both group study and self-study. For more
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information about AICPA CPE courses, call the AICPA (Member 
Satisfaction) at (888) 777-7077.
Online CPE
The AICPA offers an online learning tool, AICPA InfoBytes. An 
annual fee provides you with unlimited access to hundreds of 
courses of online CPE in one- and two-hour segments.
CPE CD-ROM
The Practitioner’s Update (product no. 73811 0 kk) CD-ROM  
helps you keep on top of the latest standards. Issued twice a year, 
this cutting-edge course focuses primarily on new pronounce­
ments that will become effective during the upcoming audit cycle.
Member Satisfaction Center
To order AICPA products, receive information about AICPA ac­
tivities, and find help on your membership questions call the 
AICPA Member Satisfaction Center at (888) 777-7077.
Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about 
accounting, auditing, attestation, compilation, and review ser­
vices. Call (888) 777-7077.
Ethics Hotline
Members o f the AICPA Professional Ethics Team answer in­
quiries concerning independence and other behavioral issues re­
lated to the application of the AICPA Code o f Professional 
Conduct. Call (888) 777-7077.
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Web Sites
AICPA Online and CPA2Biz
AICPA Online offers CPAs the unique opportunity to stay 
abreast o f matters relevant to the CPA profession. AICPA Online 
informs you o f developments in the accounting and auditing 
world as well as developments in congressional and political af­
fairs affecting CPAs. In addition, cpa2biz.com offers all the latest 
AICPA products, including the Audit Risk Alerts, Audit and Ac­
counting Guides, the professional standards, and CPE courses.
Other Helpful Web Sites
Further information on matters addressed in this Audit Risk Alert 
is available through various publications and services offered by a 
number o f organizations. Some of those organizations are listed in 
the “Information Sources” table at the end of this Alert.
This Audit Risk Alert replaces the Health Care Industry Develop­
ments—2001/02 Audit Risk Alert. The Health Care Industry De­
velopments Audit Risk Alert is published annually. As you 
encounter audit or industry issues that you believe warrant discus­
sion in next year's Alert, please feel free to share them with us. Any 
other comments that you have about the Alert would also be ap­
preciated. You may e-mail these comments to mkasica@aicpa.org 
or write to:
Maryann Kasica, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, N J 07311-3881
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INFORMATION SOURCES
Organization W eb Site
A m erican  Institute o f  C ertified  Public A ccoun tan ts 
H arb orside  Financial C en ter 
201 Plaza T h ree
w w w .aicpa.org
Jersey C ity, N J  0 7 3 1 1 -3 8 8 1
Telephone: (8 8 8 ) 7 7 7 -7 0 7 7  (M em ber Satisfaction  C enter)
C en ters for M edicare an d  M ed icaid  Services w w w .cm s.gov
Financial A ccou n tin g  Stan dards Board  
O rd er D ep artm en t:
401  M erritt 7 
P.O. B ox  3 1 1 6  
N orw alk , C T  0 6 8 5 6 -5 1 1 6  
Telephone: (8 0 0 ) 7 4 8 -0 6 5 9
w w w .fasb.org
G eneral A ccou n tin g  O ffice w w w .gao.gov
G overn m ental A ccou n tin g  Standards B oard  
O rder D epartm en t:
401  M erritt 7 
P.O. B ox  5 1 1 6  
N orw alk , C T  0 6 8 5 6 -5 1 1 6  
Telephone: (8 0 0 ) 7 4 8 -0 6 5 9
w w w .gasb.org
Internal Revenue Service w w w .irs.gov
M un icipal Securities R u lem ak in g  Board w w w .m srb.org
N atio n al Federation  o f  M u n icipal A nalysts w w w .nfm a.org
U .S . D ep artm en t o f  H ealth  and H u m an  Services w w w .hhs.gov
U .S . O ffice  o f  M an agem en t an d  B u dget w w w .om b.gov
U .S . Securities an d  Exchange C o m m ission ww w .sec.gov
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